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(V) 


H.R.  3703— THE  HOUSING  FINANCE 
REGULATORY  IMPROVEMENT  ACT— PART  2 


THURSDAY,  JUNE  15,  2000 

U.S.  House  of  Representatives 
Subcommittee  on  Capital  Markets,  Securities, 

AND  Government  Sponsored  Enterprises 
Committee  on  Banking  and  Financial  Services 

Washington,  DC. 

The  subcommittee  met  at  10:08  a.m.,  in  room  2128,  Rayburn 
House  Office  Building,  Hon.  Richard  H.  Baker,  [chairman  of  the 
subcommittee],  presiding. 

Present:  Chairman  Baker;  Representatives  Manzullo,  Royce, 
Ryan,  Sweeney,  Biggert,  Terry,  Roukema,  Riley,  Kanjorski, 
Bensten,  Waters,  C.  Maloney  of  New  York,  Hooley,  Jones,  Watt, 
and  Capuano. 

Chairman  Baker.  I  would  like  to  call  this  hearing  of  the  Capital 
Markets  Subcommittee  of  the  House  Committee  on  Banking  to 
order. 

The  Committee  meets  today  for  its  third  time  on  a  series  of  meet- 
ings relating  to  the  appropriate  regulatory  structure  and  market 
discipline  of  the  housing  Government  sponsored  enterprises. 

To  date,  we  have  heard  from  the  principal  regulators  and  the 
GSEs  themselves.  It  is  the  intention  of  the  hearing  this  morning 
to  receive  comment  from  consumer  interests  as  well  as  taxpayer 
watchdog  organizations,  as  they  are  characterized. 

I  have  been  informed  that  the  fourth  member  of  our  first  panel 
this  morning,  Mr.  Nader,  is  going  to  be  detained  from  arriving  on 
time,  and  it  is  my  intention  to  proceed  with  the  first  panel  and  per- 
haps have  Mr.  Nader  testify  as  an  ad  hoc  second  panel  and  then 
move  on  to  the  remainder  of  our  witnesses  later  in  the  hearing  so 
as  to  not  unreasonably  delay  our  proceedings. 

I  certainly  want  to  express  nry  appreciation  to  all  the  witnesses 
who  are  participating  here  this  morning  and  certainly  appreciate 
the  effort  they  have  exhibited  in  getting  testimony  to  us  in  advance 
of  their  appearance  here  this  morning. 

At  this  time  I  would  ask  Mr.  Kanjorski,  the  Ranking  Member,  if 
he  would  choose  to  make  an  opening  statement  at  this  time. 

[The  prepared  statement  of  Hon.  Richard  H.  Baker  can  be  found 
on  page  168  in  the  appendix.] 

Mr.  Kanjorski.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  the  opportunity  to  speak  today  at  this  third  hear- 
ing on  H.R.  3703,  the  Housing  Finance  Regulatory  Improvement 
Act,  is  appreciated. 

(1) 


At  our  last  hearings  in  March  and  May  on  this  legislation,  we 
heard  from  the  present  regulators  of  the  housing  Government-spon- 
sored enterprises  or  GSEs,  the  U.S.  Department  of  the  Treasury, 
and  the  GSEs  affected  by  this  bill. 

During  my  opening  remarks  at  those  hearings,  I  noted  that  we 
should  move  forward  cautiously  in  considering  this  bill  so  as  to  en- 
sure that  we  maintain  the  delicate  balance  that  has  led  to  67  per- 
cent of  U.S.  families  owning  their  own  homes. 

I  want  to  reiterate  that  viewpoint  today.  As  we  proceed  in  future 
weeks  and  months,  we  must  renew  our  efforts  to  ensure  that  we 
do  not  accidentally  raise  home  ownership  costs. 

Although  some  have  suggested  that  we  should  mark  up  H.R. 
3703  later  this  year,  from  my  perspective,  we  should  not  move  pre- 
cipitously by  attempting  to  legislate  in  the  106th  Congress  on  this 
complex  and  important  set  of  policy  issues.  We  should,  however, 
continue  to  use  H.R.  3703  as  a  focus  of  our  subcommittee's  over- 
sight activities. 

In  order  for  our  oversight  to  be  effective,  instructive,  and  objec- 
tive, we  must  ensure  that  our  hearings  are  well  crafted.  Com- 
prehensive hearings  will  help  us  to  methodically  debate  the  costs 
and  benefits  of  H.R.  3703.  In  addition,  it  will  allow  us  to  more  thor- 
oughly examine  the  many  public  policy  issues  related  to  the  mis- 
sion compliance  achievement  and  the  safety  and  soundness  regula- 
tions of  Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home  Loan 
Banks. 

During  my  opening  remarks  at  the  last  two  hearings,  I  suggested 
that  we  convene  a  public  roundtable  discussion  with  representa- 
tives of  all  the  interested  parties.  I  believe  that  this  forum  is  the 
most  appropriate  way  for  us  to  consider  these  issues.  A  roundtable 
would  promote  a  free,  fair,  and  vigorous  deliberation  by  forcing  the 
participants  to  challenge  each  other's  assumptions  and  assertions 
in  an  open  environment.  It  would  also  provide  us  with  greater  in- 
sights than  would  testimony  that  has  been  vetted  and  sterilized 
through  the  clearance  process. 

A  roundtable  would  further  allow  us  to  more  fully  educate  Mem- 
bers of  our  subcommittee  about  the  substantive  issues  involved  in 
this  debate  and  the  real  effects  the  bill  would  have  on  our  complex 
and  successful  housing  finance  system.  I  remain  hopeful  that  as  we 
proceed  in  the  future  with  our  oversight  of  the  GSEs,  our  sub- 
committee will  host  a  roundtable  to  discuss  more  completely  the 
need  for  and  the  implications  of  this  legislation. 

Absent  conducting  such  a  roundtable  today,  we  need  to  ensure 
that  at  each  hearing  our  witness  panels  are  balanced,  containing 
a  multiplicity  of  interest  viewpoints,  and  a  broad  representation  of 
individuals. 

To  improve  the  quality  of  today's  proceedings,  I  would  therefore 
request  unanimous  consent  to  submit  for  the  record  letters  that  I 
have  recently  received  from  a  number  of  community  advocates  and 
affordable  housing  groups. 

Chairman  Baker.  Without  objection. 

[The  material  referred  to  can  be  found  on  page  170  in  the 
appendix.! 

Mr.  Kanjorski.  In  closing,  Mr.  Chairman,  I  look  forward  to  hear- 
ing from  each  of  our  witnesses  today.  As  we  move  forward  with  our 


oversight,  I  additionally  hope  we  will  not  only  make  a  greater  effort 
to  consult  one  another  about  the  structure  of,  witnesses  for,  and 
content  of  future  hearings,  but  that  we  will  also  work  together  to 
lower  home  ownership  costs  for  all  Americans. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Paul  E.  Kanjorski  can  be  found 
on  page  169  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Kanjorski. 

For  Members  on  our  side  of  the  aisle,  I  intend  to  follow  our  es- 
tablished practice  of  recognizing  Members  by  the  time  of  their  ar- 
rival this  morning.  And  accordingly,  Ms.  Roukema  would  be  recog- 
nized for  her  opening  statement. 

Mrs.  Roukema.  I  thank  you,  Mr.  Chairman,  and  I  do  appreciate 
these  hearings  today. 

These  are  very  serious  oversight  hearings  and  are  extremely  im- 
portant. I  would  say  that  Mr.  Baker  has  raised  several  issues 
which  we  need  to  explore  very  carefully. 

Namely,  potential  systemic  risk  due  to  the  size  of  the  housing 
GSEs,  appropriate  capital  requirements,  bank  ownership  of  agency 
securities,  and  possible  concentration  problems. 

At  the  last  hearing  I  made  it  clear  that  I  am  very  concerned 
about  the  allegations  of  mission  creep.  Congress  created  these 
GSEs  to  address  a  specific  problem,  which  the  private  sector  could 
not  address. 

They  should  not  get  into  activities  like  real  estate  brokerage, 
mortgage  insurance  and  consumer  lending,  which  is  beyond  their 
specific  charters.  And  I  want  to  thank  Mr.  Baker  for  undertaking 
this  very  serious  subject. 

However,  he  has  embarked  on  what  will  probably  be  an  extended 
process — at  least  it  is  my  opinion  that  it  should  be  an  extended 
process — and  we  should  not  take  precipitous  action. 

I  want  to  make  it  clear,  however,  that  while  I  endorse  these 
hearings,  moving  the  legislation  is  another  matter.  I  believe,  Mr. 
Chairman,  you  will  remember  when  you  and  I  had  the  colloquy  on 
the  question  of  how  quickly  this  would  be  moved,  and  I  had 
thought  that  at  that  second  hearing  that  we  had  agreed  that  quick 
action  would  be  ill-advised,  but  that  is  evidently  still  an  open  ques- 
tion. 

But  I  want  to  stress  that  all  of  us  are  for  the  American  dream 
of  home  ownership.  And  based  on  this,  we  must  look  at  and  under- 
stand all  the  potential  effects,,  including  unintended  consequences 
of  precipitous  action  on  H.R.  3703.  None  of  us  want  to  increase  the 
cost  of  home  ownership,  even  if  inadvertently. 

So  I  would  say  that  we  should  look  at  Fannie  and  Freddie  in  all 
kinds  of  ways  and  support  the  continuation  of  the  credit  line  if 
Fannie  and  Freddie  meet  their  housing  goals. 

Another  example  of  changes  that  should  be  looked  at  is  whether 
or  not  there  should  be  one  regulator.  Some  would  want  it  to  be 
HUD,  others  would  want  the  Federal  Reserve  to  undertake  the 
function,  and  I  do  not  think  it  is  at  all  clear  to  any  of  us  what 
would  be  the  appropriate  way. 

There  is  no  consensus  on  this,  and  I  think  that  it  is  a  good  exam- 
ple of  why  we  should  be  very  thoughtful  and  extended  in  looking 
at  whether  or  not  there  are  unintended  consequences. 


I  just  might  say  out  of  context  of  my  statement — that  it  is  ex- 
traordinary that  we  have  these  two  groups,  these  groups  that  are 
before  us,  the  left  and  the  right  meeting  around  the  middle.  That 
may  tell  us  something  about  how  carefully  we  should  be  looking  at 
all  of  the  consequences  of  this  legislation. 

I  do  think,  as  has  already  been  clearly  stated,  that  home  owner- 
ship is  at  an  all  time  high,  and  the  bottom  line  is  that  the  GSEs 
have  done  a  great  job.  Without  going  into  a  lot  of  other  details,  I 
would  like  to  say  every  year,  Freddie  and  Fannie  have  exceeded 
the  goals  which  HUD  has  set  out  for  them,  and  they  have  adopted 
guidelines  which  prohibit  the  purchase  of  predatory  loans. 

I  would  like  to  put  these  guidelines  in  the  record,  and  I  think  I 
did  put  them  in  the  record  at  the  last  hearing.  And  I  think  that 
we  should  be  reminded  of  that  action  today. 

I  also  would  further  note  that  I  was  involved  in  the  1992  con- 
ference where  the  new  capital  standards  for  Freddie  and  Fannie 
were  established. 

The  S&L  crisis  was  fresh  in  our  minds  at  that  time,  and  I  think 
we  did  a  good  job  on  the  capital  requirements  for  Freddie  and 
Fannie. 

They  have  the  ten-year  stress  testing  requirement  in  addition  to 
the  capital  standards,  which  is  extremely  rigorous.  Very  few  banks 
or  savings  and  loans  could  meet  the  requirements  which  Fannie 
and  Freddie  meet,  and  they  are  in  good  shape  financially. 

That  is  not  again  to  say  that  we  should  not  have  these  oversight 
hearings  and  that  some  changes  might  be  in  order,  but  we  should 
not  be  taking  precipitous  action,  and  we  should  be  carefully  evalu- 
ating this. 

And  I  thank  you,  Mr.  Chairman,  for  this  opportunity  in  this 
hearing.  It  will  again  refocus  our  minds  on  American  home  owner- 
ship. 

[The  prepared  statement  of  Hon.  Marge  Roukema  can  be  found 
on  page  209  in  the  appendix.! 

Chairman  Baker.  Thank  you,  Mrs.  Roukema. 

Mr.  Capuano. 

Mr.  Capuano.  No. 

Chairman  BAKER.  No  statement. 

Mr.  Watt,  would  you  care  to  have  an  opening  statement? 

Mr.  Watt.  [Nods  in  the  negative.] 

Chairman  Baker.  Let's  see,  Mr.  Ryan,  you  would  be  next. 

Mr.  Ryan.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  as  we  found  out  at  the  last  hearing,  it  is  difficult 
to  obtain  an  admission  from  the  GSEs  that  they  enjoy  an  implicit 
subsidy  from  their  Government-sponsored  enterprise  status. 

However,  I  firmly  believe,  as  does  the  Congressional  Budget  Of- 
fice, the  GAO,  the  Treasury,  the  Federal  Reserve,  and  Wall  Street 
that  there  is  an  implicit  subsidy. 

As  a  result,  Fannie  and  Freddie  are  able  to  use  their  GSE  status 
to  grow  and  profit  by  issuing  debt  at  near  Treasury  rates  while 
making  money  by  taking  on  greater  risk,  such  as  repurchasing  the 
mortgage-backed  securities. 

In  a  statement  last  September,  Franklin  Raines,  the  Chairman 
of  Fannie  Mae,  said  that  they  would  achieve  an  annual  earnings 


growth  of  15  percent  over  the  next  four  years,  which  is  commend- 
able. 

The  problem  I  see  with  this  is  that  in  order  to  maintain  a  double- 
digit  earnings  growth  as  they  have  over  the  last  decade,  Fannie 
Mae  will  have  to  take  on  more  and  more  risk. 

Taking  into  consideration  that  Fannie  and  Freddie  have  already 
guaranteed  practically  three-quarters  of  the  conventional  and  con- 
forming mortgage  market,  I  do  not  see  any  other  way  to  continue 
the  prodigious  growth  without  breaking  their  congressionally  man- 
dated charters  or  by  repurchasing  greater  amounts  of  mortgage- 
backed  securities  and  thus  concentrating  their  risk. 

To  this  end,  I  am  concerned  about  taxpayer  liability  as  Fannie 
and  Freddie  take  on  greater  risk  to  increase  profitability  to  share- 
holders, something  that  is  clearly  within  their  realm,  which  is  their 
prerogative  as  a  private  company,  but  not  the  mission  as  a  function 
of  public  policy. 

I  still  remain  convinced  that  the  retaining  of  mortgage-backed  se- 
curities at  this  rapid  pace  is  not  the  core  to  the  GSE  mission  and 
is  merely  taking  on  more  of  an  unnecessary  interest  rate  risk  for 
greater  return  on  equity  regardless  of  the  new  hedging  devices  that 
may  be  employed  to  offset  the  possible  losses. 

Further,  I  would  like  to  point  out  that  an  important  statement 
from  Chairman  Greenspan  in  his  May  19th  letter  to  you,  Mr. 
Chairman,  is  noteworthy.  It  is  a  point  that  is  often  taken  for  grant- 
ed in  this  debate. 

But  Greenspan  writes,  quote:  "The  Federal  Government  guaran- 
tees, implicit  or  explicit,  are  one  way,  along  with  Government  out- 
lays and  mandates  in  the  private  sector,  that  the  Federal  Govern- 
ment makes  claims  on  the  real  resources  of  the  private  sector.  Sub- 
sidies accorded  to  GSEs  are  of  necessity  at  the  expense  of  other 
Federal  or  private-sector  initiatives  and  hence  are  ultimately  fi- 
nanced by  households  either  through  taxes  or  through  reduced  ac- 
cumulation of  wealth." 

We  often  hear  about  the  outright  benefits  that  the  GSEs  get  that 
accrue  to  Americans  to  lower  mortgage  rates,  but  in  many  ways  we 
rarely  discuss  the  hidden  costs.  And  that  is  why  I  am  pleased  that 
we  are  having  these  hearings  and  we  are  going  into  these  issues. 

I  am  also  concerned  that  Fannie  and  Freddie  may  seek  to  expand 
into  areas  outside  of  the  conventional  conforming  housing  market, 
things  we  just  heard  from  Ms.  Roukema. 

Aside  from  moving  into  Jumble  loans  and  sub-prime  loans, 
Fannie  and  Freddie  could  use  their  special  status  and  cheap  bonds 
to  move  into  general  financial  services  such  as  home  equity  loans 
or  other  consumer  credit  markets. 

Unfortunately,  this  implicit  Government  subsidy  would  give 
them  an  unfair  advantage  over  their  would-be  competitors. 

I  believe  that  Fannie  and  Freddie  have  played  a  very  important 
role.  They  are  playing  a  very  important  role  in  securitizing  the  sec- 
ondary market,  and  I  do  not  think  anybody  here  is  really  rejecting 
that. 

The  point  is,  this  relationship  is  an  odd  one.  It  is  an  odd  relation- 
ship where  there  are  two  mandates  or  two  bosses,  so  to  speak. 


There  is  a  shareholder  mandate,  and  there  is  a  Government  mis- 
sion mandate.  And  in  many  ways,  those  two  mandates  are  con- 
tradictory toward  one  another. 

That  is  why  I  think  it  is  important  that  we  in  this  Committee 
reveal  and  look  into  these  conflicting  mandates  to  see  if  we  are 
moving  beyond  the  best  interests  of  the  taxpayer  or  whether  we  are 
still  within  those  confines. 

And  that  is  why  I  am  pleased  that  we  are  having  these  hearings, 
and  I  look  forward  to  hearing  the  witness  testimony  later  on  today. 

Chairman  BAKER.  Thank  you,  Mr.  Ryan. 

I  am  advised  that  we  have  one  vote  pending  now  on  the  House 
floor.  I  would  suggest  that  we  recess  our  proceedings  and  reconvene 
as  quickly  as  possible. 

Thank  you.  We  will  be  back  momentarily. 

[Recess.] 

Chairman  Baker.  If  I  could  ask  everyone  to  take  their  seats,  we 
will  reconvene  our  hearing  this  morning. 

The  last  Member  to  give  an  opening  statement  was  Mr.  Ryan,  so 
at  this  time  I  turn  to  the  Democrat  side,  Ms.  Hooley. 

Ms.  Hooley.  Thank  you.  I  have  probably  more  questions  than  an 
opening  statement  today.  This  is  an  issue  I  think  we  need  to  all 
understand  how  it  affects  our  consumers,  and  I  am  looking  forward 
to  the  hearing  today. 

Thank  you. 

Chairman  Baker.  Thank  you  very  much. 

I  do  not  know  if  we  have  other  Members  to  return  quickly  or  not. 
What  I  would  suggest  we  do  in  order  to  facilitate  our  hearing  is 
just  to  proceed.  If  other  Members  choose  to  enter  their  opening 
statement  into  the  record,  certainly  that  will  be  done  without  objec- 
tion. 

I  am  pleased  to  see  that  Mr.  Nader  has  been  able  to  join  us.  I 
thank  you  for  your  courtesy  in  getting  here  as  close  as  you  could 
to  schedule  this  morning.  As  I  said  earlier,  we  have  a  very  distin- 
guished panel  of  witnesses  representing  various  consumer  perspec- 
tives this  morning,  and  I  do  not  know  that  Mr.  Nader  needs  a  par- 
ticularly lengthy  introduction. 

I  would  be  shocked  if  anyone  in  the  room  does  not  know  the  cre- 
dentials and  history  of  Mr.  Nader's  profuse  activities  on  behalf  of 
consumers  on  a  number  of  issues,  and  I  am  particularly  pleased 
that,  Mr.  Nader,  you  had  time  to  join  the  subcommittee  this  morn- 
ing and  give  us  your  perspectives  on  Government-sponsored  enter- 
prises and  any  remarks  you  might  choose  to  make  about  the  pend- 
ing legislation,  H.R.  3703.  Welcome  to  the  Committee,  Mr.  Nader. 

STATEMENT  OF  RALPH  NADER,  CONSUMER  ADVOCATE, 

WASHINGTON,  DC. 

Mr.  Nader.  Thank  you  very  much.  Chairman  Baker  and  Mem- 
bers of  the  Subcommittee: 

I  am  quite  pleased  that  you  are  holding  this  hearing,  especially 
to  receive  comment  on  your  legislative  effort  to  upgrade  the  over- 
sight regulation  of  the  three  Government-sponsored  enterprises 
which  dominate  the  housing  finance  markets. 


While  there  are  clear  differences  between  the  thrift  industry  and 
GSEs,  H.R.  3703  is  a  reminder  of  what  Congress  failed  to  do  to 
protect  the  taxpayers  and  the  savings  and  loans  a  quarter  of  a  cen- 
tury ago. 

For  years,  this  Committee  and  its  companion  Banking  Com- 
mittee in  the  Senate  handled  the  savings  and  loan  industry  with 
soft  kid  gloves. 

The  Federal  Home  Loan  Bank  Board  was  allowed  to  carry  out  its 
functions  more  as  a  cheerleader  than  a  regulator  of  financial  insti- 
tutions. 

And  so  when  the  savings  and  loan  industry  began  to  fall  apart 
in  the  1980's,  it  was  politically  difficult  to  impose  stringent  regula- 
tions and  higher  capital  standards  on  this  industry. 

Only  after  the  failures  caused  staggering  multi-billion  dollar 
losses  to  deposit  insurance  funds  and  taxpayer  funds  did  the  Con- 
gress reform  the  regulatory  machinery,  raise  examination  stand- 
ards, and  establish  mandatory  criteria  to  trigger  an  early  warning 
system  and  require  prompt  corrective  action. 

Looking  back  at  this  episode,  Mr.  Chairman,  historians  will  won- 
der how  the  Congress  could  have  failed  to  establish  these  protec- 
tions long  before  the  disasters  of  the  1980's. 

And  of  course,  others  honestly  viewed  the  savings  and  loans  as 
a  primary  source  of  funds  critical  to  the  production  of  badly  needed 
housing  in  their  districts,  while  other  Members  of  Congress  were 
very  chummy  with  the  industry  and  too  willing  to  look  the  other 
way  when  the  speculators  and  quick  buck  artists  moved  into  the 
industry. 

As  a  result,  tough  oversight  and  strong  regulation  was  not  im- 
posed on  this  industry.  Of  course,  the  savings  and  loans  people 
were  quite  happy  to  use  this  line  as  a  defense  against  what  few  re- 
formers ventured  forth  in  the  Congress. 

In  the  end,  this  "see-no-evib'hear-no-evil/speak-no-evil"  approach 
to  oversight  and  regulation  left  the  thrift  industry  a  near  waste- 
land and  the  taxpayers  an  estimated  half  a  trillion  dollars  poorer 
in  principle  and  interest  over  a  thirty-year  period. 

Today,  the  housing  GSEs  and  their  supporters  are  borrowing 
pages  from  the  old  savings  and  loan  manuals  on  how  to  slow  re- 
forms. 

Any  suggestion  for  change  in  the  high  flying  lifestyle  of  Fannie 
Mae,  Freddie  Mac  or  the  Federal  Home  Loan  Banks  invariably  elic- 
its an  immediate  bombardment  of  charges  from  the  GSEs  that  pro- 
ponents of  reform  are  destroying  the  great  American  dream  of 
home  ownership. 

Quote:  "It  is  a  tax  on  home  ownership,"  is  a  favorite  cliche  of 
Fannie  Mae  in  response  to  even  the  mildest  proposal  for  reform. 

I  once  said  to  a  Fannie  Mae  executive:  "I  guess  your  higher  and 
higher  salaries  are  also  a  tax  on  home  ownership."  Congress  needs 
to  look  behind  such  facile,  anemic  defenses. 

For  too  long.  Congress  has  played  the  role  of  an  indulgent  parent 
to  the  GSEs,  with  few  exceptions,  such  as  yourself. 

The  GSEs  have  long  since  grown  beyond  adolescence.  It  is  time 
for  the  GSEs  to  give  up  ties  to  the  Federal  Government  that  have 
made  them  poster  children  for  corporate  welfare. 
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Most  of  all,  Congress  needs  to  look  more  to  the  protection  of  tax- 
payers and  less  to  the  hyperbole  of  the  GSE  lobbyists  that  form  a 
standing  army  on  Capitol  Hill,  some  of  whom  are  right  in  this 
room. 

The  housing-finance  GSEs  were  born  as  creatures  of  the  Federal 
Government  and  have  evolved  as  hybrid  enterprises  where  much  of 
the  risk  remains  with  the  Government  and  the  taxpayers  while  the 
profits  flow  to  private  shareholders. 

Chairman  Baker,  your  bill,  H.R.  3703,  takes  a  big  step  toward 
providing  a  more  rational  and  stronger  regulatory  system  and  re- 
moving some  of  the  more  obvious  subsidies  to  the  GSEs. 

H.R.  3703  creates  a  five-member,  full-time,  presidentially-ap- 
pointed Housing  Finance  Oversight  Board  as  an  independent  agen- 
cy and  consolidates  all  regulatory  authority  for  the  GSEs  under 
that  Board. 

This  will  eliminate  three  separate  agencies. 

One,  the  Office  of  Federal  Housing  Oversight,  known  as  OFHEO; 
the  Federal  Housing  Finance  Board;  and  the  Secretary  of  Housing 
and  Urban  Development,  which  currently  share  supervision  of  the 
housing  GSEs. 

The  establishment  of  a  single  regulator  for  the  housing  GSEs 
tracks  the  1997  recommendations  of  the  Greneral  Accounting  Of- 
fice— whose  budget  needs  to  be  restored,  by  the  way,  to  its  former 
self.  It  will  provide  greater  focus  and  consistency  on  oversight  and 
safety  and  soundness  of  the  housing  GSEs  than  is  possible  in  the 
present  scattered  system.  The  Board  will  include  the  Secretary  of 
the  Treasury,  Secretary  of  HUD,  and  three  citizen  members. 

When  this  Committee  was  considering  the  so-called  financial 
modernization  legislation  during  the  last  three  Congresses,  I  urged 
the  same  type  of  consolidation  of  the  separate  agencies  that  regu- 
late depository  institutions.  That  proposal  got  nowhere.  I  hope  the 
future  of  supervision  of  the  GSEs  fares  better. 

There  is  one  modification,  however,  I  would  urge  for  the  single- 
agency  approach  to  the  housing  GSEs.  I  strongly  recommend  that 
the  Department  of  Housing  and  Urban  Development  continue  to 
analyze  and  establish  housing  goals  and  transmit  them  to  the  inde- 
pendent board  established  under  this  legislation  for  enforcement. 

At  a  recent  conference,  a  high  official  in  HUD  made  the  following 
statement,  and  I  will  paraphrase  it.  He  said,  'Tes" — this  was  Wil- 
liam Apgar,  Assistant  Secretary  of  Housing  and  Urban  Develop- 
ment. Here  is  what  he  said: 

Quote:  "There  are  two  clear  and  indisputable  facts.  One,  the 
number  of  Americans  in  need  of  affordable  housing  stands  at  an 
all-time  high.  Two,  Fannie  and  Freddie  are  making  record  profits." 

I  could  add,  three,  Fannie  and  Freddie  executives  are  making 
record  compensation  pay  packages. 

HUD  remains  the  Federal  Government's  expert  on  housing  needs 
and  this  expertise  should  be  utilized  beyond  the  provision  that  the 
HUD  Secretary  be  a  member  of  the  new  board. 

Just  as  important,  the  legislation  clearly  focuses  the  board's  at- 
tention on  safety  and  soundness,  and  this  focus  needs  to  be  main- 
tained while  HUD  continues  to  provide  the  expertise  on  housing 
goals. 


The  legislation  should  also  include  provisions  that  will  require 
ongoing  disclosure  of  data  by  the  housing  GSEs  that  will  provide 
specific  information  to  enable  the  board  and  the  public  to  track  the 
geographical  location,  race,  gender,  and  income  levels  of  the  home- 
owners whose  mortgages  are  purchased  by  the  GSEs.  This  should 
be  disclosed  by  census  tract. 

In  addition,  the  board  should  be  subject  explicitly  to  the  Freedom 
of  Information  Act  and  Sunshine  Act  requiring  open  meetings.  That 
really  needs  to  be  made  explicit. 

In  an  obvious  effort  to  overcome  the  money  problems  that  have 
hampered  the  operations  of  OFHEO,  the  bill  provides  for  the  board 
to  be  financed  through  assessments  on  the  GSEs  for,  quote:  "rea- 
sonable costs  and  expenses",  without  being  subject  to  the  appro- 
priations process.  I  have  misgivings  about  any  Federal  agency  es- 
caping the  appropriations  process — to  wit,  the  Federal  Reserve 
Board — but  I  recognize  that  OFHEO  has  special  problems  with  the 
current  process,  problems  that  affect  its  ability  to  carry  out  its  re- 
sponsibilities. 

OFHEO,  as  the  safety  and  soundness  regulator  of  Fannie  Mae 
and  Freddie  Mac,  is  forced  to  continually  battle  to  hang  onto  its 
meager  budget.  Earlier  this  month,  an  appropriations  sub- 
committee whacked  nearly  $5  million  off  of  OFHEO's  request  for 
$26.7  million.  This  means  fewer  examiners  and  financial  experts  to 
track  Fannie  and  Freddie's  far-flung  empires. 

In  pleading  for  his  budget,  Armando  Falcon,  the  Director  of 
OFHEO,  pointed  out  that  his  agency  is  trying  to  examine  enter- 
prises that  own  or  guarantee  $2  trillion  of  residential  mortgages. 

To  cut  the  budget  of  an  agency  trying  to  cope  with  these  mam- 
moth financial  institutions  is  an  outrage;  a  slap  at  the  taxpayers 
who  unfortunately  bear  the  ultimate  risk.  Where  are  the  investiga- 
tive reporters  who  should  be  trying  to  find  out  what  is  going  on  in 
the  House  Appropriations  Committee?  There  they  are.  They  are 
over  there  at  the  table. 

[Laughter.] 

Is  this  the  result  of  more  of  the  ham-handed  lobbying  by  Fannie 
and  Freddie  to  limit  scrutiny  of  their  operations? 

OFHEO's  budget  problems  are  a  prime  example  of  why  the  re- 
forms in  the  Baker  bill  are  badly  needed  now.  Not  only  do  the 
GSEs  dominate  the  mortgage  markets,  but  they  have  a  huge  share 
of  the  U.S.  debt  market. 

As  Chairman  Baker  has  pointed  out  in  these  very  hearings,  the 
GSE  debt  of  $1.4  trillion  combined  with  GSE -guaranteed  mortgage- 
backed  securities  of  $1.2  trillion  nearly  total  the  $2.7  trillion  of  out- 
standing privately-held  marketable  Treasury  debt.  The  Treasury 
Department  estimates  that  the  GSE  debt  may  double  to  $3  trillion 
by  2005  and  surpass  the  Treasury  debt  in  three  years. 

We  are  obviously  not  talking  about  GSEs  interested  only  in  pro- 
viding the  American  dream  of  home  ownership,  as  their  national 
advertising  campaigns  suggests.  They  have  a  big  appetite  that 
grows  bigger  as  they  saturate  the  mortgage  market.  They  will 
reach  out  more  to  maintain  their  high  levels  of  profits  and  share- 
holder dividends. 
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H.R.  3703  wisely  gives  the  Oversight  Board  the  duty  of  reviewing 
and  limiting  activities  that  go  outside  the  GSEs  mandate. 

A  lot  of  Fannie  and  Freddie's  profits  come  from  their  links  with 
the  Federal  Government,  which  they  retained  after  becoming  a 
"private"  shareholder  corporation.  These  ties  to  the  Government 
have  given  the  GSEs  great  benefits  in  the  marketplace,  and  as  a 
result  of  these  benefits,  the  GSEs  are  able  to  borrow  in  the  market 
at  interest  rates  very  close  to  that  enjoyed  by  the  Federal  Govern- 
ment itself. 

A  study  by  the  Congressional  Budget  Office  estimated  that  40 
percent  of  the  earnings  of  Fannie  and  Freddie  in  some  years  could 
be  traced  to  the  benefits  of  their  Government-sponsored  status. 

Mr.  Raines  disputes  that.  He  may  be  asked  about  his  basis  for 
that.  Even  Alan  Greenspan,  Chairman  of  the  Federal  Reserve 
Board,  has  chimed  in  with  criticisms  of  the  subsidies  that  pad  the 
GSEs  bottom  line. 

The  GSEs  defend  this  largesse  with  the  claim  that  the  subsidy 
is  passed  on  to  home  buyers.  CBO's  studies  debunk  the  claim.  It 
says  that  a  third  of  the  subsidy  at  least  is  pocketed  by  private 
shareholders,  the  corporations'  executives,  and  lobbyists. 

Now,  H.R.  3703  eliminates  one  of  the  most  egregious  forms  of 
corporate  welfare — a  standby  line  of  credit  that  could  be  drawn 
from  the  Treasury  if  the  GSEs  fell  on  bad  times.  Fannie  and 
Freddie  each  have  a  $2.25  billion  contingency  fund  at  Treasury, 
and  the  Federal  Home  Loan  Banks  a  $4  billion  line  of  credit. 

Other  benefits  remain,  including  the  exemption  from  local  and 
State  income  taxes.  Even  when  the  District  of  Columbia  was  strug- 
gling on  the  edge  of  bankruptcy,  Fannie  Mae  refused  to  cough  up 
a  dollar  in  lieu  of  the  $300  million  in  taxes  they  escape  annually 
through  the  exemption  from  District  income  taxes. 

And  of  course,  they  always  imply  that  if  they  are  ever  required 
to  pay  District  income  taxes,  they  will  move  out  to  another  jurisdic- 
tion that  will  be  more  permissive  in  inviting  this  tax  escapee  from 
the  District  of  Columbia. 

In  addition,  the  securities  of  Fannie  and  Freddie  are  Government 
securities  for  the  purposes  of  the  SEC  Act  of  1934  and  are  exempt 
from  registration.  Their  securities  serve  as  eligible  collateral  for 
Federal  Reserve  Bank  discount  loans,  and  the  Federal  Reserve 
serves  as  fiscal  agent  for  these  issues.  In  addition,  the  Secretary  of 
the  Treasury  approves  the  issues. 

The  obligations  are  also  eligible  for  unlimited  investments  by  na- 
tional banks  and  State  bank  members  of  the  Federal  Reserve  as 
well  as  federally-insured  thrifts. 

All  these  links  are  evidence  in  the  eyes  of  the  market  that  the 
Federal  Government  would  rush  to  bail  out  the  GSEs  if  they  were 
in  serious  financial  trouble.  The  market  looks  on  these  entities  as 
fail-safe  organizations. 

Chairman  Baker  has  expressed  concern  about  the  fact  that  GSE 
debt  has  become  a  significant  part  of  the  assets  of  the  banking  sys- 
tem— an  estimated  $210  billion  at  mid-year  1999.  National  banks 
may  invest  no  more  than  10  percent  of  their  capital  in  corporate 
bonds  of  one  issuer.  But,  because  of  the  special  GSE  provision  that 
I  noted  earlier,  bank  investments  in  GSE  debt  securities  are  not 
limited. 
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H.R.  3703  calls  for  a  study  by  the  FDIC  of  the  impact  that  a  GSE 
failure  would  have  on  the  solvency  of  the  banks.  It  is  important 
that  this  study  goes  forward. 

Clearly,  the  special  status  of  the  GSEs  has  provided  lucrative 
benefits  for  its  executives.  The  National  Mortgage  News  in  an  arti- 
cle headlined  "Who  Wants  to  be  a  GSE  Millionaire?"  recently  came 
up  with  the  figures  on  the  top  executives  for  1999  and  they  are  in 
the  prepared  testimony. 

I  will  just  point  out,  however,  in  a  bizarre  display  of  self-re- 
straint, which  I  commend,  the  Chairman  of  Freddie  Mac,  Leland 
Brendsel,  is  making  only  $1,405,000,  which  is  less  than  Fannie 
Mae's  Vice  Chair,  Jamie  Gorelick,  recently  of  the  Clinton  Adminis- 
tration. She  is  making  $1,443,978.  I  hope  that  if  Mr.  Brendsel 
hears  these  remarks  he  will  not  ask  for  a  raise. 

While  the  executives  may  be  doing  well,  there  are  important 
questions  about  the  adequacy  of  GSEs'  support  for  housing  in  low- 
and  moderate-income  and  minority  neighborhoods. 

An  analysis  of  1998  data  conducted  by  Jonathan  Brown  of  Essen- 
tial Information  indicates  that  in  many  MSAs,  the  GSE  mark:et 
share  of  1  to  4  family  mortgage  loans  in  low-  and  moderate-income 
and  minority  neighborhoods  was  only  one-half  the  GSE  market 
share  of  such  loans  in  upscale,  non-minority  neighborhoods. 

Now  Mr.  Brown  has  very,  very  detailed  information  on  this  and 
specific  maps  covering  most  of  the  United  States,  and  I  would  urge 
Members  of  the  Committee  and  the  Committee's  staff  to  contact 
Mr.  Brown  for  further  information. 

Another  study  conducted  by  the  National  Community  Reinvest- 
ment Coalition  says  that  Fannie  and  Freddie  lag  behind  banks  in 
financing  single-family  mortgages  for  minorities  and  low-  and  mod- 
erate-income home  buyers. 

That  study,  based  on  1995  and  1996  data,  found  that  only  32 
percent  of  Freddie's  and  33  percent  of  Fannie's  loan  purchases  in- 
volved single-family  mortgages  for  low-  and  moderate-income  home 
buyers.  In  contrast,  the  study  said  41  percent  of  banks'  single-fam- 
ily loans  went  to  such  borrowers. 

The  emphasis  in  H.R.  3703  is  on  safety  and  soundness,  and  that 
is  important.  But  this  Committee  also  needs  to  do  more  to  examine 
the  adequacy  of  the  housing  goals  and  the  performance  of  the  GSEs 
on  affordable  housing  in  low-  and  moderate-income  minority  neigh- 
borhoods, and  that  is  Jonathan  Brown's  specialty. 

The  regulatory  improvements^  mandated  by  H.R.  3703  should  be 
adopted  by  the  Congress  in  this  session.  They  are  long  overdue, 
and  there  is  no  reason  to  delay  these  taxpayer  protections  any 
longer. 

As  this  Committee  proved  in  the  enactment  of  reforms  in  the 
wake  of  the  savings  and  loan  debacle,  bipartisan  coalitions  can  be 
formed  successfully  on  safety  and  soundness  issues  in  the  oversight 
of  Federal  regulation.  This  should  happen  now  while  the  GSEs  are 
prosperous,  not  when  the  fortunes  of  these  institutions  are  sagging. 

Some  Members  may  feel  these  institutions  are  so  strong  and  so 
wealthy  there  is  no  need  for  the  protections  incorporated  in  H.R. 
3703.  They  see  no  possibilities  of  downturns  in  their  fortunes.  But 
this  ignores  history. 


12 

Few  foresaw  the  collapse  of  the  savings  and  loan  industry.  Even 
fewer  believed  tax  money  would  be  used  to  bail  out  insured  institu- 
tions. But  it  happened,  and  the  regulators,  and  for  that  matter  the 
whole  Nation,  were  poorly  prepared  for  the  disaster. 

Fannie  Mae  has  had  its  own  downsides.  In  the  early  1980's,  for 
example,  Fannie  was  technically  insolvent  on  a  market-to-market 
basis  and  was  losing  money  at  the  rate  of  $1  million  a  day. 

Congress  should  act  on  this  legislation  while  the  sun  is  shining. 

Thank  you. 

[The  prepared  statement  of  Ralph  Nader  can  be  found  on  page 
220  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Nader.  I  really  do 
appreciate  your  willingness  to  be  here  today  and  your  forthright 
testimony.  Thank  you  very  much. 

Mr.  Nader.  Thank  you. 

Chaiman  Baker.  Our  next  witness  is  Mr.  John  Taylor,  who  is 
President  and  Chief  Executive  Officer  of  the  National  Community 
Reinvestment  Coalition. 

I  would  like  to  point  out  for  the  record  that  previously  you  have 
served  on  the  Consumer  Advisory  Council  of  the  Federal  Reserve 
Board.  You  have  been  on  Fannie  Mae's  Housing  Impact  Advisory 
Council,  and  also  on  Freddie  Mac's  Affordable  Housing  Council. 
And  I  think  it  important  for  Members  to  know  of  your  prior  rela- 
tionships with  these  organizations. 

Welcome,  Mr.  Taylor. 

STATEMENT  OF  JOHN  E.  TAYLOR,  PRESIDENT  AND  CEO, 
NATIONAL  COMMUNITY  REINVESTMENT  COALITION 

Mr.  Taylor.  Thank  you,  Chairman  Baker.  Thank  you  for  asking 
the  National  Community  Reinvestment  Coalition  to  testify  this 
morning  on  the  question  of  consolidating  oversight  of  the  Govern- 
ment-sponsored enterprises. 

I  do  want  to  say  that  the  mission  of  the  National  Community  Re- 
investment Coalition  is  to  increase  access  to  credit  and  capital  for 
underserved  neighborhoods,  including  inner  city  and  rural  commu- 
nities. 

Toward  that  end,  access  to  home  ownership  is  an  incredibly  im- 
portant part  of  our  mission.  And  so  I  would  like  to  associate  myself 
with  the  remarks  of  Mr.  Kanjorski  and  Mrs.  Roukema  on  being 
leery  and  careful  about  any  unintended  consequences  from  any  pre- 
cipitous action. 

Nonetheless,  we  do  support  the  effort  to  consolidate  oversight  of 
the  GSEs  by  replacing  the  three  regulatory  agencies  with  one. 

A  report  by  the  GAO  correctly  suggests  that  a  single  regulator 
will  enhance  the  compliance  of  the  GSEs  with  their  mission  of  pro- 
viding financing  of  affordable  housing  in  a  safe  and  sound  manner. 

A  single  regulator  will  be  more  efficient,  we  believe.  One  agency 
will  find  it  much  easier  to  coordinate  regulation  over  safety  and 
soundness  and  regulation  over  the  mission  of  financing  affordable 
housing.  A  single  regulatory  agency  will  also  be  more  prominent 
and  influential,  in  our  opinion. 

A  regulatory  agency  must  be  strong  enough  politically  in  order 
to  enforce  robust  standards  in  affordable  housing  finance.  HUD  has 
done  a  commendable  job  implementing  affordable  housing  goals  for 
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Fannie  Mae  and  Freddie  Mac,  particularly  I  might  say  under  Sec- 
retary Cuomo's  leadership.  But  more  needs  to  be  done. 

The  two  GSEs  have  significantly  increased  their  purchases  of 
mortgages  made  to  minority  and  low-  and  moderate-income  popu- 
lations. 

In  a  report  published  for  HUD,  however,  we  found  that  Fannie 
and  Freddie  trail  the  banks,  as  Mr.  Nader  mentioned  in  his  testi- 
mony, in  the  percentage  of  mortgages  financed  that  were  issued  to 
minorities  and  low-  and  moderate-income  populations. 

We  also  mentioned  that  while  NCRC  believes  that  our  research 
was  careful  and  our  conclusions  sound,  we  agree  with  Fannie  and 
Freddie  that  the  data  on  secondary  market  activity  needs  to  be  im- 
proved. 

Again,  this  is  where  a  strong  regulatory  agency  can  ensure  that 
complete  and  accurate  data  are  gathered  so  as  to  better  measure 
GSE  compliance  with  their  missions. 

The  Federal  Housing  Finance  Board  is  in  the  middle  of  a  rule- 
making exercise  that  will  make  permanent  the  pilot  secondary 
market  programs  of  the  Federal  Home  Loan  Banks. 

The  FHFB,  however,  did  not  propose  any  affordable  housing 
goals.  NCRC  disagreed  with  this.  We  believe  that  the  regulatory 
agencies  must  implement  such  goals  for  any  new  secondary  market 
program.  This  would  ensure  that  all  GSEs  do  their  part  in  financ- 
ing affordable  mortgages. 

A  word  now  on  safety  and  soundness  as  it  relates  to  predatory 
lending. 

A  strong  regulatory  agency  takes  bold  steps  to  curb  predatory 
lending  practices  that  harm  consumers  and  also  threaten  the  safety 
and  soundness  of  the  GSEs. 

The  leadership  of  Fannie  and  Freddie  realized  that  they  must 
not  finance  unsound  predatory  practices.  And  to  their  credit, 
Freddie  Mac's  CEO  Leland  Brendsel  and  Fannie  Mae's  CEO 
Franklin  Raines  have  announced  that  they  will  not  purchase  loans 
with  prepaid  credit  insurance. 

They  have  stated  that  they  will  not  finance  loans  featuring  usu- 
rious interest  rates  and  steep  fees. 

These  are  important  steps,  Mr.  Chairman,  but  it  is  also  impor- 
tant to  recognize  that  Mr.  Brendsel  and  Mr.  Raines  will  not  have 
control  of  the  reins  at  Freddie  Mac  and  Fannie  Mae  forever. 

Also,  and  probably  more  importantly,  there  are  many  other  pred- 
atory mechanisms  in  addition  "to  credit  insurance  and  high  fees 
that  strip  wealth  that  are  not  addressed  in  the  GSEs'  commitment 
to  not  be  involved  in  predatory  lending  practices. 

To  ensure  comprehensive  protection  against  predatory  lending, 
the  Federal  Reserve  should  use  its  regulatory  authority  under 
HOEPA  to  lower  the  interest  rate  and  fee  thresholds  for  high  cost 
loans. 

The  Federal  Reserve  should  also  limit  and  prohibit  abusive  prac- 
tices such  as  high  balloon  payments,  steep  prepa5rment  penalties, 
and  lending  without  regard  to  the  borrower's  ability  to  repay. 

H.R.  3703  should  empower  a  new  regulatory  agency  that  will 
prohibit  the  purchase  of  predatory  loans  with  abusive  terms  and 
conditions. 
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Predatory  lending  threatens  the  progress  that  has  been  made  in 
reinvesting  in  minority  and  working  class  neighborhoods. 

Part  of  a  comprehensive  solution  to  eliminating  predatory  lend- 
ing is  aggressive  oversight  and  regulation  of  GSE  involvement  in 
the  subprime  market. 

A  word  if  I  could  on  data  disclosure,  Mr.  Chairman.  Section  103 
of  H.R.  3703  requires  that  the  GSEs  publicly  disclose  financial  and 
other  information  that  is  in  the  public  interest. 

We  commend  you,  Mr.  Chairman,  for  including  this  provision  in 
the  bill.  Publicly  accessible  data  is  the  key  to  holding  the  GSEs  ac- 
countable for  efficient  and  equitable  financing  of  mortgages. 

NCRC  also  asks  the  Chairman  to  consider  enhancements  to 
HMDA  data  and  other  databases  on  GSE  activity  that  would  pro- 
vide more  information  on  loan  terms  and  conditions. 

Recently  in  their  request  for  public  comment,  the  Federal  Hous- 
ing Finance  Board  asked  if  a  database  on  Home  Loan  Bank  sec- 
ondary market  activity  should  include  information  on  prepayment 
penalties,  FICO  scores  and  other  characteristics  of  mortgages  and 
borrowers. 

NCRC  strongly  supported  the  inclusion  of  this  information  in  the 
Federal  Housing  Finance  Board  database  and  urged  that  this  data 
be  public. 

NCRC  supports  this  type  of  information  being  publicly  available 
in  HMDA  and  the  public  use  database  as  well.  All  of  the  databases 
should  also  have  information  on  the  annual  percentage  rate. 

Mr.  Chairman,  consumers,  regulatory  agencies,  and  financial  in- 
stitutions have  a  right  and  a  responsibility  to  understand  how  cred- 
it scoring  systems  judge  the  ability  of  consumers  to  pay  their  loans. 

Greater  transparency  of  the  credit-scoring  system  would  enhance 
the  safety  and  soundness  of  the  financial  industry  by  allowing  all 
parties  to  question  and  debate  the  soundness  of  the  credit-scoring 
criteria. 

Greater  transparency  also  helps  additional  minority  and  low-  and 
moderate-income  borrowers  prepare  themselves  for  home  owner- 
ship. 

NCRC  believes  that  the  borrower  has  a  right  to  know  his  or  her 
specific  credit  scores  and  the  factors  that  went  into  that  score. 

Fair  Isaac  and  Company  has  just  announced  that  it  will  start 
providing  borrowers  their  credit  scores.  Likewise,  the  GSEs  should 
disclose  the  credit  scores  and  the  factors  behind  those  scores  for 
any  scoring  system  they  develop. 

H.R.  3703  should  require  disclosure  of  any  GSE  credit  scores. 
The  regulatory  oversight  agency  must  also  continue  conducting  fair 
lending  testing  of  the  GSE  underwriting  systems  as  HUD  has  just 
started  to  do. 

Some  brief  comments  about  the  structural  and  jurisdictional 
issues: 

As  stated  above,  NCRC  agrees  with  the  GAO  that  a  single  regu- 
latory agency  would  be  more  efficient.  We  are  not  convinced,  how- 
ever, that  the  regulatory  agency  needs  to  have  a  board  rep- 
resenting many  different  interests. 

HUD  is  a  logical  choice,  because  it  carries  the  prominence  of  a 
cabinet-level  department  and  has  been  the  regulator  for  both  safety 
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and  soundness  and  mission  compliance  for  Fannie  Mae  and  Freddie 
Mac. 

Perhaps  a  new  oversight  agency  within  HUD  can  be  on  a  semi- 
independent  basis  hke  OFHEO  is  now.  To  bolster  its  position  of 
independence  and  prominence,  the  new  agency  should  be  funded  by 
assessments  on  the  GSEs  instead  of  through  the  appropriations 
process. 

H.R.  3703  wisely  adopts  such  assessments  as  the  funding  mecha- 
nism. 

H.R.  3703  has  generated  some  controversy  regarding  Section  110, 
which  grants  the  new  regulatory  agencies  the  authority  to  approve 
new  actions  undertaken  by  the  GSEs.  NCRC  agrees  that  prior  ap- 
proval authority  and  public  comment  periods  are  necessary. 

Currently,  HUD  has  approval  authority  over  new  programs  of 
Fannie  Mae  and  Freddie  Mac.  The  regulatory  agency  must  have 
prior  approval  authority  in  cases  in  which  they  think  the  products 
go  beyond  the  GSE  charters. 

In  the  event  that  Fannie  Mae  and  Freddie  Mac  and  the  Home 
Loan  Banks  do  not  meet  the  affordable  housing  goals,  the  oversight 
body  should  be  in  the  position  to  prohibit  new  products  that  do  not 
have  the  capacity  to  serve  substantial  numbers  of  minority  and 
low-income  borrowers  or  consumers. 

NCRC  believes  that  the  GSEs  should  continue  to  have  access  to 
the  lines  of  credit  with  the  Department  of  the  Treasury  if  the  GSEs 
continue  to  meet  their  affordable  housing  goals.  NCRC  proposes 
that  the  line  of  credit  be  cut  off  if  a  GSE  does  not  meet  its  afford- 
able housing  goals  for  two  consecutive  years. 

I  request  that  my  written  remarks  be  entered  into  the  record, 
and  I  thank  you  for  the  opportunity  to  testify. 

[The  prepared  statement  of  John  E,  Taylor  can  be  found  oh  page 
238  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Taylor.  Without  ob- 
jection, all  witnesses'  written  statements  will  be  included  in  the 
record.  Thank  you. 

Our  next  participant  is  Mr.  Peter  Skillern,  who  I  point  out  for 
the  record  is  a  member  of  HUD's  Treasury  Task  Force  on  Preda- 
tory Lending  and  also  a  member  of  the  HUD  Government  Spon- 
sored Enterprise  Oversight  Committee,  but  appears  here  today  in 
his  capacity  as  the  Executive  Director  of  the  Community  Reinvest- 
ment Association  of  North  Carolina,  where  he  has  been  engaged  for 
fifteen  years  in  community  redevelopment  activities. 

Welcome. 

STATEMENT  OF  PETER  SKILLERN,  EXECUTIVE  DIRECTOR, 
COMMUNITY  REINVESTMENT  ASSOCIATION  OF  NORTH 
CAROLINA 

Mr.  Skillern.  Thank  you,  Mr.  Chairman. 

CRA-NC's  mission  is  to  promote  and  protect  community  wealth, 
and  we  have  done  that  by  promoting  investments  into  low-income 
communities.  We  have  tried  to  protect  them  by  being  at  the  fore- 
front of  the  anti-predatory  lending  initiative  in  North  Carolina. 

My  comments  today  address  directly  three  questions  that  your 
bill  raises. 
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Is  there  a  need  for  regulatory  reform  regarding  the  GSEs?  And 
I  would  say,  yes,  there  is,  to  the  extent  that  we  need  to  improve 
their  performance.  The  structure  of  that  seems  to  be  less  important 
to  me  as  the  political  will  to  be  able  to  actually  implement  what 
the  guidance  levels  are. 

Product  review.  I  think  that  HUD  already  has  some  of  the  impor- 
tant tools  to  be  able  to  implement  the  review  process.  The  question 
is  whether  it  will  be  actually  implemented  to  guard  against  those 
products  which  are  harmful  rather  than  helpful  to  promote  home 
ownership. 

And  is  there  a  need  for  Grovernment-sponsored  enterprises  in 
their  role  in  the  secondary  market  where  they  do  receive  Govern- 
ment benefits? 

I  would  say,  yes,  there  is.  Conditional  on  the  fact  that  they  fulfill 
those  missions  and  exceed  the  market  in  promoting  affordable 
home  ownership  for  our  constituencies. 

These  hearings  play  a  really  important  role  in  highlighting  the 
GSEs  charter  and  their  mission.  It  highlights  the  fact  that  this 
charter  is  not  a  right,  it  is  a  privilege  and  must  be  continually 
earned. 

I  would  like  to  recognize  that  Fannie  Mae  and  Freddie  Mac  have 
done  many  good  things  for  affordable  housing  communities,  and 
Fannie  Mae  in  particular  can  be  noted  for  its  partnership  offices 
and  its  foundations  contributions.  And  I  hope  that  that  hopes  to 
ease  some  of  the  criticisms  that  may  come  following  this. 

One,  communities.  Fannie  Mae  and  Freddie  Mac  need  to  improve 
their  lending  to  minority  communities. 

In  my  testimony  I  highlight  the  discrepancies  between  the  minor- 
ity purchase  loans,  between  Fannie  and  Freddie,  and  the  standard 
market. 

I  have  also  included  a  highlight  of  an  article  from  the  News  and 
Observer  which  shows  the  level  of  participation  in  my  hometown  of 
Raleigh-Durham. 

The  GSEs  have  questioned  these  numbers.  They  have  done  many 
good  initiatives,  but  fortunately  they  have  agreed  that,  yes,  more 
can  be  done. 

The  effect  of  not  having  a  strong,  active  presence  of  GSEs  in 
these  minority  communities  is  that  banks  will  not  make  loans 
where  they  cannot  sell  them  to  the  secondary  market.  They  cannot 
take  on  the  risks  and  the  expense,  and  so  loans  are  not  made. 

When  loans  are  not  made,  it  creates  a  credit  gap,  and  the  credit 
gap  is  where  subprime  lenders  step  into  the  market  to  fill. 

According  to  HUD's  April  2000  report,  "Unequal  Burden:  Income 
and  Racial  Disparities  in  Subprime  Lending  in  America",  subprime 
loans  are  five  times  more  concentrated  in  black  neighborhoods  than 
in  white  neighborhoods. 

We  would  say  that  there  is  a  correlation  between  the  banking  ac- 
tivities of  providing  prime  market  and  the  GSEs  support  of  those 
activities  and  then  the  rise  of  subprime  lending,  and  it  would  end 
that  credit  gap  that  is  created. 

Subprime  lending  can  be  a  very  powerful  and  beneficial  tool  to 
credit  building  for  people  with  impaired  credit.  It  can  be  a  great 
tool  for  democratizing  credit  to  allow  more  people  access  to  it.  But 
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there  are  some  severe  problems  in  the  marketplace  that  we  are 
concerned  about. 

One  is  a  pricing  problem. 

How  much  should  people  be  charged  with  impaired  credit?  Ac- 
cording to  a  report  by  Freddie  Mac,  10  to  35  percent  of  borrowers 
who  obtain  mortgages  in  the  subprime  market  were  actually  eligi- 
ble for  conventional  loans. 

And  according  to  Fannie  Mae,  half  of  all  subprime  borrowers 
could  have  qualified  for  lower  cost  conventional  loans. 

Clearly,  the  subprime  market  is  not  simply  serving  those  with 
impaired  credit,  but  a  significant  portion  who  should  have  been 
getting  credit  from  prime  lenders  in  the  banking  market. 

Two,  there  are  different  and  unfavorable  terms  and  conditions 
within  the  subprime  market. 

While  subprime  lending  is  predatory  through  outright  deception 
and  fraud,  and  it  is  easy  to  point  to  and  say  this  is  wrong  and  ille- 
gal, there  is  a  wide  range  of  practices  that  cumulatively,  as  they 
act  together,  serve  to  strip  wealth  and  income  from  lower  income 
individuals. 

While  no  individual  one  consumer  lending  practice  may  be  bad, 
as  a  whole  they  end  up  having  the  effect  of  being  wealth  depleting, 
not  wealth  creating. 

Our  third  major  concern  with  the  subprime  market  is  that  it  is 
unregulated. 

Depository  mortgage  institutions  are  regulated  by  the  FDIC,  the 
Federal  Reserve,  the  Office  of  Thrift  Supervision,  and  the  Office  of 
the  Comptroller.  The  same  cannot  be  said  of  mortgage  brokers  and 
nondepository  mortgage  lenders  and  warehouse  lenders. 

They  are  regulated  only  on  a  complaint-driven  basis  by  HUD  and 
the  Federal  Trade  Commission.  They  are  not  evaluated  on  a  reg- 
ular basis  for  compliance. 

These  three  things — pricing,  different  terms  and  conditions,  and 
not  being  regulated — create  a  market  which  the  GSEs  have  both 
indicated  that  they  are  entering  into.  To  date,  Fannie  Mae  has  not 
significantly  and  Freddie  Mac  has. 

Freddie  Mac  at  the  end  of  1999  had  purchased  approximately  $8 
billion  worth  of  wraps — ^guarantees  on  the  mortgage  securities  for 
subprime  lenders — and  according  to  Inside  B  and  C  Lending,  plan 
to  do  another  $8  billion  worth  of  wraps  in  the  coming  year.  That 
is  an  increase  of  almost  50  percent  of  their  last  year's  activities. 

Is  this  good  or  is  this  bad? 

Well,  let  me  give  you  an  example  of  a  loan  from  one  of  their  part- 
ners. Option  One. 

Mary  and  Tom  Smith  needed  to  consolidate  some  debt,  and  they 
got  their  loan  from  Option  One,  one  of  Freddie  Mac's  prime  part- 
ners. The  Smiths  are  retired.  They  borrowed  recently  to  help  one 
child  through  college  and  one  child  with  a  bout  of  cancer.  Their 
payment  history  is  good,  and  they  are  African  American. 

Armada  Mortgage  of  Raleigh  told  the  Smiths  they  could  reduce 
their  monthly  payments  by  consolidating  their  debt.  The  interest 
rate  would  be  8  percent.  This  was  a  year  ago.  At  closing,  they 
found  that  the  interest  rate  was  actually  9.75  to  10.75  percent 
APR.  ^ 
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The  monthly  pa3TTients  would  not  be  $1,450  as  promised,  but 
over  $1,700.  The  Smiths  were  charged  $7,400  to  originate  the  loan 
of  $172,000— $7,400;  that  is  over  4  percent.  Their  existing  mort- 
gage of  approximately  $123,000  was  refinanced  from  a  lower  inter- 
est rate  to  a  higher  interest  rate. 

Now  at  closing,  the  Smiths  realized  that  some  of  these  loan 
terms  were  different.  In  fact,  there  was  also  a  balloon  payment  of 
$150,000  on  a  total  $182,000  loan  due  in  fifteen  years. 

They  said,  "This  is  not  what  we  wanted,"  and  the  broker  assured 
them  that  they  could  refinance  in  two  months.  Being  too  polite  to 
walk  out  of  the  deal,  which  is  a  common  experience  in  my  inter- 
views of  people  with  subprime  loans,  too  polite  to  walk  out  and  say 
"no,"  they  signed. 

When  they  were  not  able  to  refinance  with  that  same  broker  and 
that  promise  did  not  come  through,  they  went  to  another  lender  to 
refinance  and  found  that,  in  fact,  they  had  an  $8,500  prepayment 
penalty  locking  them  into  those  onerous  terms  and  conditions. 

The  prepayment  penalty  by  itself  may  not  be  bad,  but  it  became 
the  glue  for  these  higher  interest  rates  loans. 

This  loan  demonstrates  our  concerns  about  the  GSEs  entering 
into  the  subprime  market.  The  Smiths  have  good  credit  history,  but 
were  charged  a  high  interest  rate  and  abusive  fees  on  their 
subprime  loans. 

It  is  industry  practice  to  pay  a  yield  spread  premium  to  place 
borrowers  in  higher  rate  loans  so  that  everyone  downstream  gets 
to  make  more  money  off  of  that  loan,  and  the  prepayment  penalty 
locks  them  into  it. 

While  Fannie  Mae  and  Freddie  Mac  have  both  agreed  to  lim- 
ited— Fannie  Mae  has  adopted  more  of  our  principles  that  we  are 
recommending,  Freddie  Mac  has  adopted  fewer,  and  there  are  not 
adequate  self-guiding  guidelines  for  them  to  prevent  buying  these 
types  of  loans,  in  fact  Armada  Mortgage  sold  it  to  Option  One  and 
Option  One  then  partners  with  Freddie  Mac  to  wrap  the  loans. 

Here  is  the  real  kicker  for  us. 

We  are  concerned  that  this  is  a  fair  housing  issue.  If  on  one  hand 
you  are  not  making  adequate  loans,  below  market  loans  to  minori- 
ties on  this  hand,  but  on  this  hand  are  purchasing  or  wrapping 
subprime  loans  with  higher  interest  rates  and  higher  fees  in  a  dis- 
proportional  representation  to  minority  markets,  there  is  a  fairness 
issue  here. 

This  hand  should  be  higher  than  what  the  market  is  providing 
prime  product.  This  hand  may  not  need  to  be  here.  If  we  are  going 
to  do  subprime  markets,  terms  and  conditions  cannot  have  such  a 
disparate  difference  between  the  two. 

And  in  our  testimony  you  will  see  graphs  representing  the  pro- 
portional purchasing  of  Option  One  versus  Freddie  Mac. 

Safety  and  soundness: 

The  Smiths  will  have  a  hard  time  making  this  loan.  If  they  de- 
fault, will  that  hurt  Freddie  Mac  and  the  wraps?  No.  Given  their 
current  level  of  size,  the  danger  of  subprime  lending  is  not  a  cur- 
rent threat.  But  with  the  increased  purchases  of  subprime  lending, 
we  are  very  concerned  that  it  becomes  a  safety  and  soundness 
issue.  But  we  are  primarily  concerned  about  that  family  and  that 
neighborhood,  and  neighborhoods  across  America  who  will  have 
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higher  default  deHnquency  rates  because  of  these  high-cost  lending 
loans. 

Solutions: 

One,  I  would  argue  that  corporate  responsibility  is  an  important 
one.  One  is  for  the  GSEs  to  adopt  the  guidelines  that  we  have  pro- 
vided in  the  back. 

Another  recommendation  is  to  commit  more  financial  and  human 
resources  to  the  task  of  community  lending  to  increase  this  side  of 
the  equation. 

Again,  I  want  to  recognize  the  good  efforts  that  both  institutions 
have  done,  particularly  Fannie  Mae.  Freddie  Mac  is  beginning  to 
invest  more  with  the  establishment  of  a  new  community  develop- 
ment lending  office  in  North  Carolina,  but  we  certainly  look  for- 
ward to  more. 

And  for  Freddie  Mac,  there  is  a  list  of  recommendations  in  the 
testimony  for  what  can  be  done. 

Regulatory  reform. 

We  think  HUD  already  has  the  authority  to  define  the  entry  into 
the  subprime  lending  as  a  new  program  and  to  exercise  its  over- 
sight to  draw  the  boundaries  of  what  should  and  should  not  be  al- 
lowed. 

Specifically,  the  new  affordable  housing  goals,  the  GSEs  should 
not  be  allowed  to  receive  credit  for  affordable  housing  goals  that 
are  not  monitored  for  compliance  with  fair  housing,  that  have  pre- 
payment penalties,  origination  fees  over  3  percent,  or  single-pre- 
mium credit  life  insurance. 

HUD  does  need  to  be  given  authority  to  have  an  on-site  presence 
at  the  GSEs  to  monitor,  and  they  need  the  adequate  resources  to 
do  the  job.  And  so  we  are  very  supportive  of  the  idea  of  an  assess- 
ment fee  on  the  institutions  to  pay  for  both  OFHEO  and  HUD's 
costs. 

Additionally,  we  think  OFHEO  should  be  given  the  authority  to 
evaluate  for  consumer  compliance  issues,  not  only  safety  and 
soundness,  as  this  stream  of  loans  that  they  are  now  entering  into, 
as  I  have  demonstrated,  are  not  regulated.  And  OFHEO  needs  to 
be  looking  at  that  issue  as  well. 

A  new  regulatory  framework  may,  as  you  recommend,  may  have 
been  needed.  But  I  think  more  important  than  that  is  for  all  of  us 
today  to  exercise  our  moral  and  legal  authority  to  make  sure  that 
this  equation  of  fairness  of  more^  loans  for  minority  and  low-income 
communities,  and  healthy,  safe  loans  in  the  subprime  market,  are 
the  call  of  the  day. 

Thank  you  verj'  much. 

[The  prepared  statement  of  Peter  Skillern  can  be  found  on  page 
247  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Skillern.  We  appre- 
ciate your  testimony. 

Our  final  witness  on  this  panel  is  Mr.  William  Cunningham, 
whom  we  welcome  this  morning.  Although  testifying  today  as  an 
independent  investment  analyst,  in  your  professional  life  you  are 
employed  by  the  Board  of  Pensions  of  the  Evangelical  Lutheran 
Church,  and  we  certainly  welcome  your  presence  here  today. 
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STATEMENT  OF  WILLIAM  M.  CUNNINGHAM,  BOARD  OF 
PENSIONS,  EVANGELICAL  LUTHERAN  CHURCH  IN  AMERICA 

Mr.  Cunningham.  Thank  you,  Mr.  Chairman.  Thank  you,  Rep- 
resentative Kanjorski,  Members  of  the  Subcommittee  also  for  giv- 
ing me  this  opportunity  to  testify  on  the  supervision  and  regulation 
of  Government-sponsored  enterprises  or  GSEs. 

Your  bill,  H.R.  3703,  the  Housing  Finance  Regulatory  Improve- 
ment Act,  comes  at  a  critical  time.  The  bill  proposes  a  new  regu- 
latory structure  for  the  three  Government-sponsored  enterprises. 

Given  the  importance  of  the  legislation,  I  am  honored  to  have 
this  opportunity  to  comment.  It  is  appropriate  to  note,  as  you  did, 
Mr.  Chairman,  however,  that  my  comments  represent  my  own 
views  and  are  not  meant  to  represent  the  views  of  my  employer, 
the  Board  of  Pensions  of  the  Evangelical  Lutheran  Church  in 
America.  Nor  do  my  views  represent  the  opinions  of  the  GSEs  or 
Wall  Street.  I  come  before  this  subcommittee  as  an  independent 
analyst. 

I  would  also  like  to  take  a  minute  and  point  out  or  mention  one 
person  I  brought  with  me,  my  mother,  Marie  Cunningham  Brown, 
who  worked  on  Capitol  Hill  for  twenty  years  as  a  staff  member  and 
put  together  many  of  these  types  of  hearings.  Her  last  posting  on 
the  Hill  was  with  the  great  and  good  Representative  Claude  Pep- 
per. So  if  I  know  anything  about  testifying  on  Capitol  Hill,  it  is  be- 
cause I  watched  her  put  together  many  of  these  hearings. 

Now  let  me  move  on  to  my  remarks.  I  will  divide  my  remarks 
into  five  parts. 

First,  a  general  discussion  of  social  investing. 

Second,  a  description  of  the  GSEs  role  in  social  investing. 

Third,  background  information  on  my  activities  in  both  social  in- 
vesting and  the  secondary  mortgage  markets. 

And  fourth,  I  will  outline  my  concerns  with  the  GSE  performance 
in  fulfilling  their  public  purpose  mission. 

I  will  end  with  my  views  on  certain  aspects  of  the  Baker  bill. 

So  if  we  could,  let  us  take  a  look  at  social  investing  really  quick- 
ly. Social  investing  describes  a  style  of  investing  combining  a  desire 
to  maximize  financial  return  with  an  attempt  to  maximize  social 
good. 

Many  believe  social  investing  began  with  the  Religious  Society  of 
Friends,  better  known  as  the  Quakers.  In  1758,  the  Quaker  Phila- 
delphia Yearly  Meeting  prohibited  members  from  participating  in 
the  business  of  buying  and  selling  humans.  Religious  institutions 
have  been  at  the  forefront  of  social  investing  ever  since.  And  in  the 
interest  of  full  disclosure,  I  will  note  that  I  am  a  Quaker. 

In  general,  social  investors  favor  environmentally  responsible 
corporate  practices,  corporate  practices  that  support  workforce  di- 
versity, and  corporate  practices  that  result  in  increased  product 
safety  and  quality. 

Social  investing  preferences  are  broad,  however.  Certain  social 
investors  prefer  not  to  invest  in  companies  involved  in  the  produc- 
tion of  medical  equipment  used  in  performing  abortions,  for  exam- 
ple. 

Now  the  field  has  actually  grown  quite  steadily  over  the  course 
of  the  last  decade.  According  to  a  study  released  by  the  Social  In- 
vestment Forum,  a  nonprofit  professional  association  dedicated  to 
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promoting  socially  responsible  investing,  more  than  $2  trillion  is 
now  invested  in  a  socially  responsible  manner  in  the  U.S. 

Now  I  am  going  to  talk  real  quickly  about  social  investing  strate- 
gies and  tie  that  to  the  GSEs.  Social  investors  tend  to  use  three 
basic  strategies. 

The  first  is  screening,  and  we  are  all  familiar  with  screening  in- 
vestments. That  is  basically  eliminating  certain  securities  fi-om  a 
portfolio  based  on  social  criteria.  Many  social  investors  actively 
screen  out  tobacco  company  investments,  for  example. 

The  second  strategy  that  social  investors  use  is  shareholder  ac- 
tivism. Shareholder  activism  efforts  attempt  to  positively  influence 
corporate  behavior.  They  basically  include  things  like  initiating 
conversations  with  corporate  managers,  dialoguing  on  issues  of  con- 
cern, and  submitting  and  voting  proxy  resolutions. 

The  final  social  investing  strategy  is  positive  investing.  And  posi- 
tive investing  involves  making  investments  in  activities  and  compa- 
nies believed  to  have  high  and  positive  social  impact.  Positive  in- 
vesting activities  tend  to  target  underserved  communities.  These 
efforts  support  activities  designed  to  provide  mortgage  and  small 
business  credit  to  minority  and  low-income  communities.  It  is  in 
this  area  that  Freddie  and  Fannie  are  most  active. 

Now  if  we  look  at  social  investing  in  the  secondary  mortgage 
markets,  I  am  going  to  talk  a  little  bit  about  activities  that  I  have 
undertaken  in  this  area,  starting  back  in  1992,  and  tie  that  in 
again  with  the  GSEs. 

Going  back  to  a  1996  article  in  The  Washington  Post,  I  com- 
mented that,  quote:  "It  seems  Freddie  and  Fannie's  primary  mis- 
sion has  been  completed  and  completed  successfully.  Now  it  is  time 
to  look  for  a  different  mission,  which  could  include  finding  mort- 
gage money  for  low-income  parts  of  the  District  and  housing  the 
homeless." 

Others  have  recently  echoed  this  sentiment.  Federal  Reserve 
Board  Chairman  Alan  Greenspan  noted  in  a  letter  to  you,  Mr. 
Chairman,  dated  May  19th,  2000,  quote:  "The  GSEs  were  chartered 
with  the  purpose  of  smoothing  out  regional  imbalances  in  mortgage 
supply  and  integrating  regional  mortgage  markets  into  the  Na- 
tional capital  markets.  Much  to  their  credit,  they  succeeded  in  ac- 
complishing this  goal  many  years  ago." 

Mr.  Chairman,  I  believe  it  is  time  to  renew,  refocus,  and  broaden 
the  mission  of  the  GSEs.  I  believe  the  first  step  in  doing  so  re- 
quires the  adoption  of  a  new  regulatory  framework  as  outlined  in 
your  bill. 

With  respect  to  their  mission,  I  would  like  to  see  the  GSEs  be- 
come much  more  active  in  the  low  end  of  the  housing  market.  And 
it  is  really  surprising  how  all  members  of  this  panel  have  agreed 
with  that  part  of  the  GSE  mission. 

Now  that  might  involve  lowering  the  current  Freddie/Fannie 
maximum  loan  limit  from  its  current  level  of  $227,000  to  perhaps 
something  like  $127,000.  That  would  really  force  them  to  focus  on 
the  low-  and  moderate-income  sector  of  the  market. 

As  Mr.  Nader  mentioned,  needs  in  the  affordable  housing  area 
are  very,  very  great.  I  will  just  quote  one  line  from  a  recent  HUD 
study: 
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"The  housing  affordabihty  crisis  facing  very  low-income  renters 
continues  to  worsen  as  5.4  million  renter  households,  a  record  high, 
are  experiencing  worst  case  needs  for  housing  assistance."  Clearly, 
there  is  work  to  be  done  there. 

And  also,  in  looking  for  a  new,  broader  public  mission  for  the 
GSEs,  I  suggest  that  this  Committee  think  about  having  them 
focus  their  attention  on  housing  markets  populated  by  minorities 
and  women. 

Devoting  even  a  small  percentage  of  GSE  mortgage  financing  ac- 
tivity to  markets  populated  by  persons  of  low-  to  moderate-income, 
minorities  and  women,  will  help  even  the  distribution  of  income 
and  wealth,  contribute  to  domestic,  political,  and  economic  sta- 
bility, and  will  earn  its  investors  competitive  returns. 

It  is  again  my  belief  that  investors,  women,  and  minorities  and 
the  country  in  general,  are  well  served  by  these  types  of  targeted 
investing  efforts. 

Further,  I  believe  it  is  possible  to  create  targeted  mortgage  in- 
vestments and  portfolios  that  perform  well  financially  and  address 
social  concerns.  I  have  personally  uncovered  many  investment  op- 
portunities of  this  type. 

Let  me  take  a  second  now  and  describe  one  such  investment  op- 
portunity. Prior  to  joining  the  Board  of  Pensions  of  the  ELCA  in 
1999,  I  served  as  CEO  of  Creative  Investment  Research,  an  inde- 
pendent investment  research  and  management  firm  that  I  founded 
in  1989. 

The  firm  specialized  in  socially  responsible  investing.  My  back- 
ground in  finance  and  investing  led  me  to  develop  several  socially 
responsible  community  investment  products. 

One  of  these  was  a  set  of  mortgage-backed  securities  originated 
by  financial  institutions  that  were  owned  by  minorities  and  women, 
serving  areas  of  high  social  need.  As  noted  in  The  American  Banker 
Newspaper,  I  was  the  first  investment  advisor  to  create  such  a  pool 
of  mortgage-backed  securities,  comprised  entirely  of  loans  from  mi- 
nority and  women-owned  financial  institutions. 

Working  with  G.E.  Capital,  I  identified  minority-owned  lenders 
willing  to  participate  in  the  program,  arranged  G.E.  Capital's  par- 
ticipation as  the  aggregator  of  the  loans  originated  by  these  minor- 
ity financial  institutions,  and  worked  to  place  the  MBS  pools  with 
a  socially  responsible  institutional  pension  fund. 

Now  let  me  turn  to  some  of  my  social  investing  concerns,  to  some 
of  the  concerns  that  I  have  with  the  GSEs.  Given  their  public  pur- 
pose and  mission,  social  investors  have  long  believed  Freddie  and 
Fannie  to  be  positive  investors  and  good  corporate  citizens. 

In  the  main  and  for  the  most  part,  they  are.  But  I  have  been 
troubled  by  certain  aspects  of  GSE  corporate  behavior. 

I  am  deeply  concerned  with  the  recently  issued  report  on  GSE 
home  lending  to  minorities.  The  report  issued  by  HUD  showed  that 
in  1998,  quote: 

"The  share  of  GSE  mortgages  going  to  minorities  trailed  the  Na- 
tional average  of  15.3  percent.  Fannie  Mae  lent  only  14  percent, 
and  Freddie  Mac  lent  only  12.2  percent  to  minorities.  The  disparity 
is  even  more  pronounced  in  mortgage-lending  activities  to  African 
Americans.  While  the  total  market  for  mortgages  to  blacks  is  5  per- 
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cent,  Fannie  Mae  only  lent  3.2  percent  and  Freddie  Mac  only  lent 
3.0  percent." 

Now  I  believe  I  can  explain  this  data.  A  history  of  discrimination 
has  created  a  lack  of  data  on  black  borrowers,  making  it  harder  to 
predict  which  factors  affect  repajonent  performance.  Cultural  and 
community  factors  may  also  affect  loan  performance. 

It  is  unlikely  that  the  GSEs  have  an  ethnically  neutral  set  of 
evaluation  criteria.  Lacking  an  ethnically  neutral  set  of  loan  eval- 
uation tools,  both  Freddie  and  Fannie  lent  relatively  fewer  dollars 
to  African  Americans  than  others  did. 

In  essence,  the  GSEs  may  have  incorrectly  assessed  home  mort- 
gage lending  risk  in  minority  markets  and  communities.  By  reduc- 
ing the  flow  of  mortgages  to  minorities,  the  GSEs  may  have  ig- 
nored profitable  lending  opportunities. 

This  behavior  in  and  of  itself  reduces  GSE  income  and  stifles  the 
flow  of  mortgage  credit.  I  think  we  can  all  agree  that  this  is  con- 
trary to  their  congressionally-chartered  mission. 

You  know,  we  have  seen  other  financial  institutions  repeat  this 
type  of  behavior.  On  October  22nd,  1998,  Freddie  Mac  board  mem- 
ber and  economist  Henry  Kaufman,  speaking  of  the  Russian  finan- 
cial crisis  noted  in  The  Washington  Post  that,  quote:  "All  of  the 
problems  pervading  Wall  Street  just  cannot  be  blamed  on  outside 
forces.  Institutions  have  incorrectly  assessed  risk.  If  they  had  one 
their  due  diligence,  a  lot  of  this" — and  he  was  speaking  of  the  Rus- 
sian financial  crisis — "mess  would  not  have  happened." 

Likewise,  all  of  the  uncertainty  that  Freddie  and  Fannie  now 
face  cannot  be  blamed  on  outside  forces  like  Congress,  HUD,  or  in- 
correctly interpreted  statistics. 

I  agree  with  Fed  Chairman  Greenspan  when  he  says,  quote:  "The 
history  of  financial  involvement  in  increasing  home  ownership  is 
one  of  taking  risks,  of  designing  new  financial  instruments  and  fi- 
nancial products  to  make  financial  resources  available  so  that  more 
people  can  realize  the  goal  of  home  ownership.  Taking  prudent 
risks  in  lending  so  that  others  may  attain  an  objective  is  the  essen- 
tial role  of  a  financial  intermediary." 

I  suggest  that  the  GSEs  renew  their  involvement  in  the  home 
ownership  process  by  designing  new  financial  products  tailored  to 
the  needs  of  home  buyers  in  the  low  end  of  the  market,  enabling 
and  facilitating  others  as  they  take  the  prudent  lending  risks  out- 
lined above. 

Again,  both  Freddie  and  Fannie  dispute  the  HUD  numbers.  I  ex- 
pect the  debate  concerning  GSE  performance  in  this  area  to  be  a 
lively  one. 

However  one  views  the  statistics,  however,  we  can  all  agree  that 
much  remains  to  be  done. 

Some  of  my  other  concerns  surrounding  the  GSEs  and  their  pub- 
lic mission  basically  revolve  around  their  seeming  reluctance  to  ac- 
knowledge that  Congress,  in  fact,  has  a  legitimate  role  in  reviewing 
their  activities,  both  from  the  standpoint  of  financial  safety  and 
soundness  and  with  respect  to  the  performance  of  the  GSEs  in  car- 
rying out  the  public  mission  for  which  they  were  chartered. 

I  note  that,  Mr.  Chairman,  you  really  have  been  examining  GSE 
activities  since  at  least  1996,  and  I  think  they  have  become  a  little 
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better  behaved  in  their  approach  and  attitude  toward  Congress,  so 
I  want  to  thank  you  for  that. 

Now,  Mr.  Chairman,  I  would  Hke  to  turn  to  your  legislative  pro- 
posal. 

Number  one,  in  terms  of  promoting  market  discipline  I  support 
repealing  the  GSEs'  conditional  line  of  credit  to  the  Treasury. 

I  agree  with  Treasury  Undersecretary  Gary  G^nsler  when  he 
stated  in  testimony  before  this  Committee  on  March  22nd  of  this 
year  that  "repeal  of  the  line  of  credit  would  be  consistent  with  the 
congressional  requirement  that  all  GSE  securities  carry  a  dis- 
claimer that  they  are  not  obligations  of  the  U.S.  Government." 

Let  me  turn  to  increasing  transparency.  I  also  support  the  provi- 
sions of  the  bill  that  increase  transparency.  I  support  requiring 
that  the  GSEs  receive  an  annual  credit  rating  from  a  nationally 
recognized  statistical  rating  organization. 

Such  an  examination  would  significantly  improve  transparency 
by  providing  an  independent  and  objective  opinion  concerning  the 
GSEs'  financial  condition. 

One  proposal  I  would  like  to  make,  however,  is  I  would  like  to 
suggest  that  the  GSEs  be  subject  to  a  social  audit.  A  social  audit 
is  an  examination  of  the  performance  of  an  enterprise  relative  to 
certain  social  objectives. 

The  GSEs  are  currently  subject  to  a  limited  social  audit.  Central 
city  and  minority  lending  goals  have  been  established,  and  progress 
that  the  GSEs  make  in  meeting  those  goals  is  reviewed  on  an  an- 
nual basis. 

I  am  suggesting,  however  that  the  GSEs  be  subject  to  a  much 
more  detailed  and  rigorous  social  audit  covering  all  aspects  of  their 
operations. 

Congress  may  want  to  specify — this  Committee  in  fact  may  want 
to  specify  in  detail  which  social  objectives  could  be  measured.  But 
that  is  certainly  a  tool  that  we  are  seeing  in  the  social  investment 
field  that  is  becoming  more  and  more  of  a  standard  tool.  And  that 
is  where  corporations  are  subject  to  a  social  audit. 

For  the  GSEs,  the  major  benefits  of  a  social  audit  are: 

One,  improved  accountability  with  respect  to  social  and  commu- 
nity investment  activities. 

Two,  increased  social  efficiency  and  effectiveness. 

Three,  increased  ability  to  effectively  monitor  and  steer  social 
performance; 

And  finally,  social  achievements  of  the  GSEs  can  be  reported  in 
an  unbiased  manner. 

Finally,  I  support  the  provisions 

Chairman  Baker.  Mr.  Cunningham,  if  I  might  just  suggest.  I 
have  given  all  the  witnesses  pretty  good  liberty  in  the  length  of 
their  testimony.  If  you  can  begin  to  move  toward  summary,  that 
would  be  great. 

Mr.  Cunningham.  Certainly.  I  appreciate  that,  Mr.  Chairman. 
Basically,  I  certainly  support  provisions  of  the  bill  to  encourage 
market  competition. 

Lastly,  let  me  conclude  by  saying,  in  an  interdependent  financial 
world  with  capital  and  information  flows  often  determining  the 
short-term  fate  of  nations,  it  is  entirely  appropriate  for  this  Com- 
mittee to  review  the  proper  role  and  function  of  the  GSEs. 


25 

Given  the  speed  with  which  capital  market  destabiUzations  can 
occur,  as  shown  during  the  Long-Term  Capital  Management  inci- 
dent, the  creation  of  a  strong,  unbiased,  and  politically  independent 
GSE  regulator  is  essential. 

As  many  who  have  come  before  this  Committee  have  noted,  do- 
mestic housing  and  finance  markets  are  currently  broad  and  well 
functioning. 

These  markets  have  been  the  beneficiaries  of  an  unprecedented 
increase  in  financial  market  activity  and  asset  values. 

GSE  shareholders  have  profited  greatly  as  a  result.  Now  is  the 
time  to  review  GSE  financial  and  social  performance. 

By  doing  so,  we  are  likely  to  ensure  that  GSE  shareholders  con- 
tinue to  prosper  and  to  ensure  that  the  Nation  continues  to  enjoy 
the  world's  best  housing  finance  markets. 

This  Committee  has  done  the  country  a  great  service  by  focusing 
public  attention  on  the  GSEs.  In  this  way,  the  Committee  con- 
tinues to  meet  its  obligation  to  enhance  the  long-term  stability  of 
the  U.S.  financial  system.  I  applaud  you  all  for  doing  so  in  a  bal- 
anced and  thoughtful  manner. 

Thank  you,  Mr.  Chairman  and  Committee  Members. 

[The  prepared  statement  of  Willaim  M.  Cunningham  can  be 
found  on  page  256  in  the  appendix.] 

Chairman  BAKER.  Thank  you  very  much,  Mr.  Cunningham,  for 
your  appearance  and  your  thoughtful  testimony.  It  is  clear  your 
Mom's  hand  was  evident  in  your  performance  and  she  is  to  be  high- 
ly commended. 

[Laughter.] 

Mr.  Cunningham.  Well,  thank  you,  sir. 

Ms.  Jones.  Mr.  Chairman,  before  you  proceed  with  questioning, 
we  have  seated  in  our  audience  today  a  former  Member  of  Con- 
gress who  served  on  this  Committee  for  twenty  years  who  has 
sought  to  testify  in  this  hearing  today. 

I  would  request  that  former  Congressman  Walter  Fauntroy  be 
permitted  to  testify  today  with  regard  to  this  particular  issue.  I 
think  he  has  a  lot  of  experience  and  ought  to  be  permitted  to  testify 
this  afternoon. 

Chairman  Baker.  I  thank  you,  Mr.  Fauntroy.  Welcome  to  the 
hearing  room  today.  Having  served  with  you  on  this  Committee  for 
some  time,  I  certainly  appreciate  your  knowledge  and  insight. 

What  I  might  suggest,  Ms.  Jones,  if  it  is  acceptable  to  your  side, 
is  that  we  proceed  with  our  panels  as  scheduled  and  at  the  conclu- 
sion of  those  panels  if  former  Member  Fauntroy  wishes  to  come  for- 
ward and  make  some  remarks,  I  have  no  objection  to  that. 

Ms.  Waters.  Mr.  Chairman,  I  would  agree  with  my  colleague. 
And  while  you  are  very  generous  in  offering  that  he  be  able  to  do 
that  at  the  end  of  this,  I  would  ask  unanimous  consent  that  you 
allow  him  to  not  have  to  sit  through  the  entire  hearing,  because 
I  know  that  he  is  scheduled  for  some  other  appointments  later  on. 
So  I  would  ask  you  to  continue  your  generosity  and  let  him  come 
a  little  bit  sooner  than  that  if  it  is 

Chairman  Baker.  I  will  tell  you  what  I  will  do.  I  will  give  the 
gentleman  a  couple  of  a  minutes  now,  and  then  I  will  offer  him  a 
full  opportunity  to  be  heard  in  entirety.  We  are  not  going  to  be 
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here  much  longer  unless  Members  choose  to  drag  the  hearing  out. 
We  have  a  very  short  panel  that  follows.  And  everybody  in  the 
room  has  obligations. 

But,  Mr.  Fauntroy,  if  you  would  like  to  come  up,  I  will  give  you 
two  minutes  to  make  some  comments  at  this  point,  and  then  we 
would  recognize  you  for  a  full  panel  opportunity  later  in  the  hear- 
ing as  well. 

Ms.  Waters.  Mr.  Fauntroy — if  I  may,  Mr.  Chairman — my  staff 
will  assist  you  with  your  appointments  that  you  have  later  on  if 
you  would  like  them  to  make  some  calls  for  you  if  you  would  like 
to  stay. 

STATEMENT  OF  HON.  WALTER  E.  FAUNTROY,  FORMER  DC 
DELEGATE,  U.S.  HOUSE  OF  REPRESENTATIVES;  HEAD,  NA- 
TIONAL BLACK  LEADERSHIP  ROUNDTABLE 

Mr.  Fauntroy.  Thank  you,  Ms.  Waters  and  Mr.  Chairman. 

I  do  want  to  thank  you  for  this  opportunity  to  appear  before  the 
subcommittee,  and  I  will  briefly  summarize  at  this  point.  But  I  do 
want  the  opportunity  to  present  the  full  weight  of  my  testimony. 
As  you  know,  that  testimony 

Chairman  Baker.  If  you  have  a  written  statement,  it  will  be  in- 
cluded in  the  record. 

Mr.  Fauntroy.  And  I  would  like  to  elaborate  upon  it  beyond  the 
summary  I  am  about  to  give  you. 

And  that  summary  begins  with  the  fact  that,  as  you  know,  I 
spent  twenty  years  on  this  committee  shaping  in  the  decades  of  the 
1970's  and  1980's  much  of  the  legislation  that  has  been  of  great 
benefit  to  people  in  low-  and  moderate-income  range  of  our  country. 

I  came  to  this  committee  against  the  background  of  a  tremen- 
dously effective  bipartisan  effort  to  demonstrate  in  the  District  of 
Columbia  how  all  available  Federal  and  local  programs  might  be 
coordinated  and  concentrated  to  deal  with  the  crisis  we  had  in  this 
city  and  in  the  country  thirty  years  ago. 

It  was  a  crisis  of  a  disappearing  stock  of  housing  for  low-  and 
moderate-income  people. 

I  had  the  great  privilege  of  being  sponsored  by  President  Johnson 
and  then  President  Nixon  in  fashioning  the  Shaw  Urban  Renewal 
Area,  which  delivered  to  church  or  faith-based  organizations  in  co- 
operation with  the  local  and  Federal  Government  an  opportunity  to 
provide,  in  fact,  literally  thousands  of  units  for  low-  and  moderate- 
income  people,  many  of  them,  most  of  them,  home  ownership  op- 
portunities. 

I  wanted  an  opportunity  to  share  some  views  with  this  sub- 
committee on  the  basis  of  the  fact  that  the  crisis  which  we  experi- 
enced thirty  years  ago  is  even  more  severe  now. 

Mr.  Cunningham  has  just  mentioned  the  report  of  HUD  to  the 
Congress  on  the  worsening  crisis  by  which  some  5.4  million  fami- 
lies are  going  without  access  to  affordable  housing  now,  and  that 
problem  is  reflected  most  acutely  right  here  in  the  District  of  Co- 
lumbia, where  we  have  a  waiting  list  for  opportunities  for  Section 
8  housing,  for  example,  that  is  about  10  times  that  of  the  average 
in  the  Nation. 

And  I  simply  wanted  to  make  some  suggestions  as  to  what  we 
need  to  do,  not  simply  to  see  to  it  that  the  GSEs  carry  out  the  mis- 
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sion  for  which  you  passed  a  very  effective  Act  in  1992,  but  that  we 
fashion  in  the  District  of  Columbia  an  instructive  example  of  the 
kind  of  bipartisan  coordinated  and  concentrated  effort  necessary 
around  the  country  to  deal  with  this  crisis  about  which  I  am  sure 
you  are  all  familiar. 

May  I  simply  add  in  closing  these  summary  remarks  that  cer- 
tainly there  are  things  which  the  GSEs  need  to  do  better. 

I  am  so  delighted  at  what  happened  in  1992  here,  shortly  after 
I  left  the  Congress.  I  was  more  pleased  about  what  happened  in 
1998  when  you  passed  the  Asset  Control  Areas  Partnership  Act, 
which  has  created  a  number  of  opportunities  that  I  think  need  to 
be  seized  upon  now  by  the  kind  of  bipartisan  concentrated  effort 
that  had  President  Nixon  praising  what  we  were  doing  even  after 
President  Johnson  had  left  the  scene. 

With  that,  Mr.  Chairman,  let  me  again  thank  you  for  this  oppor- 
tunity and  the  congressional  courtesy  afforded  a  former  Member  of 
the  Congress  who  worked  so  closely  with  so  many  of  you  at  very 
critical  points  in  your  effort  on  this  Committee  who  must  lead  the 
Nation  in  shaping  effective  policies. 

[The  prepared  statement  of  Hon.  Walter  E.  Fauntroy  can  be 
found  on  page  262  in  the  appendix.] 

Chairman  BAKER.  Thank  you  very  much.  And  I  will  extend  the 
open  door  policy  as  well.  If  you  would  like  to  come  by  and  visit  with 
me  on  your  concerns,  that  certainly  would  be  a  welcome  oppor- 
tunity. I  look  forward  to  visiting  with  you. 

To  that  end,  I  observe  that  all  of  the  witnesses'  remarks  today — 
I,  of  course,  reviewed  the  written  testimony — but  your  oral  presen- 
tations were  frankly  exceptional,  and  I  want  to  commend  each  of 
you  for  your  willingness  to  appear  here. 

This  is  not  an  easy  political  subject  for  discussion.  I  would  sus- 
pect that  most  Members  of  this  Committee  at  some  point  during 
recent  months  would  have  wished  the  number  3703  would  just  dis- 
appear. But  your  remarks  have  been  most  constructive,  and  I  wish 
to  commend  you  for  your  willingness  to  stand  up  and  make  the  re- 
spective observations. 

Further,  in  response  to  the  comments  of  the  former  Member  that 
we  reach  out  and  try  to  do  more  in  addressing  the  needs  of  housing 
in  this  country,  H.R.  3703  I  hope  will  not  be  viewed  simply  as  a 
tool  for  enhanced  taxpayer  protection,  which  it  clearly  is,  in  my 
view,  but  also  a  tool  for  enhanced  opportunities  for  housing.  And 
I  would  observe  that  those  two  goals  are  not  mutually  exclusive. 

In  fact,  I  took  note  of — well,  Ms.  Roukema  has  stepped  out.  In 
her  opening  remark,  she  made  some  indication  that  mission  com- 
pliance in  the  line  of  credit  might  have  an  interesting  relationship. 
Some  of  you  have  made  similar  observations. 

Particularly  you,  Mr.  Taylor,  when  looking  at  whether  the  line 
of  credit  should  be  made  available,  whether  it  be  Mr.  Raines,  Mr. 
Brendsel,  whoever  the  participant  might  be,  all  have  commented 
from  a  business  perspective,  the  line  of  credit  is  purely  symbiotic. 

It  does  not  equal  one  week's  worth  of  trading.  It  is  used  to  mar- 
ket the  securities  on  favorable  terms  to  investors.  That  is  it. 

If  we  are  to  discuss  discipline,  I  had  suggested,  pursuant  to  the 
introduction  of  H.R.  3703,  that  the  repeal  of  the  line  of  credit  be 
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tied  to  an  S&P  rating.  Again,  coming  at  it  from  a  capital  adequacy 
concern. 

I  would  be  willing  to  consider  modification  of  the  legislation,  per- 
haps to  the  amazement  of  some  of  my  friends,  to  do  exactly  what 
you  suggest,  Mr.  Taylor,  but  tighten  it  up  a  bit. 

Where  you  suggested  we  look  at  their  mission  compliance  over  a 
two-year  clock  based  on  HUD  goals,  let  us  call  this  thing  the  way 
it  is. 

There  will  be  testimony  later  this  morning  that  the  updated 
value  of  the  subsidy  in  today's  market  is  at  least  $10  billion.  That 
is  a  pretty  expensive  program. 

Imagine  what  some  folks  could  do  with  $10  billion  in  commu- 
nities in  the  work  you  do.  How  about  we  talk  about  the  fact  that 
a  third  of  that  subsidy,  by  some  estimates,  flows  through  to  share- 
holders, two-thirds  does  get  to  homeowners,  but  then  we  look  at 
where  the  loans  are  actually  made,  as  Mr.  Skillern  pointed  out,  it 
does  not  always  result  in  the  low-income  individual  being  the  bene- 
ficiary of  the  lending  activity. 

H.R.  3703  is  not  in  concrete.  It  is  a  work  in  progress. 

I  would  be  willing  to  incorporate  every  recommendation  that  you 
made,  Mr.  Taylor,  perhaps  with  the  discussion  of  organizational 
structure  of  the  regulator  from  a  safety  and  soundness  perspective, 
leave  mission  compliance  in  HUD,  and  add  one  additional  thing  to 
modify  your  proposal.  In  other  words,  I  am  seeing  you  and  raising 
you  one. 

And  that  is,  we  should  not  expect  an  organization  which  benefits 
from  a  governmentally-granted  charter,  which  is  so  enormously  ex- 
pensive to  follow  the  market. 

All  of  your  data  indicates  that  the  GSEs  do  not  match  the  per- 
formance of  commercial  financial  institutions  in  your  respective 
neighborhoods.  I  think  they  have  the  obligation  to  lead  the  market. 

They  are  innovative.  If  they  can  figure  out  how  to  finance  alu- 
minum siding  at  Home  Depot,  they  ought  to  be  able  to  figure  out 
a  way  to  finance  low-income  home  purchasing  availability  better 
than  the  folks  who  are  not  getting  the  subsidy. 

My  point  is — and  I  would  like  to  get  your  reaction  across  the 
board — what  if  we  tied  mission  compliance  to  the  line  of  credit, 
which  is  only  used  for  marketing  purposes,  has  no  effect  on  safety 
and  soundness,  and  to  say  "if  you  do  not  lead  the  market  by  what- 
ever that  number  is" — we  will  argue  about  the  HUD  numbers, 
whether  they  are  high  or  low — "and  if  you  do  not  do  what  the  Con- 
gress has  said  you  must  do  in  mission  compliance,  there  goes  your 
marketing  tool." 

Mr.  Taylor. 

Mr.  Taylor.  Well  first  off,  Mr.  Chairman,  thank  you.  I  do  want 
to  thank  you  for  considering  our  recommendations  and  that  they 
might  find  their  way  into  your  bill. 

I  do  not  want  you  to  assume,  however,  that  the  current  rec- 
ommendations, that  all  the  recommendations  in  your  bill  are  nec- 
essarily supported  by  the  National  Community  Reinvestment  Coa- 
lition. 

We  are,  I  think,  in  concert  here  on  this  panel  that  we  would  like 
to  see  Fannie  Mae  and  Freddie  Mac  do  a  lot  more  in  lending  to  un- 
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derserved  communities  and  underserved  populations.  That  is  the 
common  bond,  I  think,  of  the  panel  up  here. 

To  the  extent  that  H.R.  3703  can  have  the  influence  of  forcing 
the  GSEs  to  do  more,  this  would  be  a  good  thing  from  our  perspec- 
tive. 

The  idea  of  tying  the  line  of  credit  to  the  performance,  I  think, 
is  a  good  one  in  the  absence  of  any  other  leverage,  it  seems,  other 
than  these  goals. 

We  set  these  goals,  and  the  fact  of  the  matter  is  that  Freddie 
Mac  finished  second  in  a  two-man  race  for  the  last  six  years  in  a 
row.  And  some  of  the  time  they  did  not  even  achieve  the  goals  that 
we  thought  were  fairly  reasonable  goals  put  out  by  HUD,  by  Sec- 
retary Cisneros  and  then  Secretary  Cuomo.  They  did  not  even 
achieve  those  goals.  And  the  penalty  is?  Nothing. 

Chairman  Baker.  Well,  I  think  the  point  is  clear.  Many  Mem- 
bers of  this  Committee  are  strong  advocates  for  housing  opportuni- 
ties for  low-income  individuals. 

I  consider  myself  to  be  modestly  on  that  side  of  the  ledger.  And 
we  seem  to  have  created  an  enterprise  that  is  supposed  to  facilitate 
that. 

It  would  seem  clear  that  after  thirteen  years  of  back-to-back  dou- 
ble-digit rates  of  return  to  shareholders  when  interest  rates  have 
gone  up  or  down,  and  when  you  look  at  the  performance  that  each 
of  you  have  indicated  from  your  various  perspectives  has  not  even 
kept  up  with  traditional  private  market  participants,  this  to  me 
seems  like  an  opportunity  worth  great  exploration. 

Now,  I  understand  you  may  have  other  problems  with  H.R.  3703 
on  this  or  that. 

Mr.  Taylor.  Yes. 

Chairman  Baker.  But  let  us  focus  this  hearing  on  mission  com- 
pliance and  how  we  make  it  work.  And  I  think  the  leverage  within 
the  board  rooms  of  these  organizations  to  find  creative  ways  to 
meet  needs  in  local  communities  would  be  accelerated  at  a  rather 
stellar  rate  if  the  marketing  tool  associated  with  their  advantage 
in  the  marketplace  would  be  put  in  jeopardy  if  they  simply  do  not 
meet  what  is  a  reasonable  standard. 

Mr.  Taylor.  Mr.  Chairman,  if  I  may,  I  testified  before  you  a  few 
weeks  back  at  the  Financial  Institutions  Subcommittee  hearing  on 
predatory  lending  that  Chairman  Leach  held.  And  at  the  time  you 
made  a  comment  that  you  did  not  see  what  the  problem  was  with 
subprime  and  predatory  lending.- 

I  think  for  us,  at  least  from  my  perspective,  to  move  forward,  we 
need  to  work  closer  with  you  to  understand  the  depth  of  the  prob- 
lem of  predatory  lending  in  your  State  and  every  State  in  this 
country,  and  how  subprime  is  becoming  the  loan  of  choice,  and  of- 
tentimes, the  only  available  choice  for  people,  as  you  heard  from 
Mr.  Skillern,  in  his  example,  not  only  A-quality  borrowers,  but 
disproportionally,  people  of  color. 

We  have  got  to  reach  some  consensus  that  that  is  a  real  problem, 
because  the  GSEs  play  a  major  role  in  that  and  will  increase  their 
role  in  the  coming  years. 

When  I  served  on  the  Freddie  Mac  Housing  Council,  they  pre- 
sented a  report  to  us  that  showed  that  nearly  50  percent  of  the 
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subprime  loans  that  they  purchased  were  from  people  who  should 
have  gotten  A-quality  paper. 

So  in  effect,  we  have  the  Government-sponsored  enterprises  cre- 
ating a  pipeline  for  a  more  expensive,  unfair,  possibly  jeopardizing 
kinds  of  loan  products  for  the  people  who  can  least  afford  to  pay 
for  it,  the  low-  and  moderate-income  people. 

We  would  like  to  see  you  perhaps  reconsider  some  of  your  posi- 
tions that  you  took  at  the  previous  Committee  hearing,  and  I  mean 
that — I  do  not  mean  any  disrespect. 

Chairman  Baker.  No,  and  I  agree  with  you  that  my  comment  ac- 
tually at  the  prior  hearing  was. 

Define  predatory  lending  for  me,  and  tell  me  where  it  is  occur- 
ring, and  I  will  sign  the  bill  that  cleans  it  up. 

I  am  still  of  that  position  today.  And  if  we  can  define  the  problem 
areas,  I  have  no  problem  in  providing  those  cures  in  H.R.  3703  if 
the  Committee  chooses  to  adopt  them. 

What  I  am  saying  to  you  is  our  directions  are  not  as  diverse  as 
some  outside  observers  might  choose  to  indicate.  There  is  a  mar- 
riage of  principles  that  will  yield  benefit  to  the  taxpayer  and  to  the 
low-income  home  buyer,  and  I  think  we  can  get  there. 

Ms.  Roukema,  I  might  just  point  out,  I  referenced  you  earlier  be- 
cause of  your  comment  relative  to  mission  compliance  and  line  of 
credit,  and  that  is  what  I  was  exploring  with  the  gentleman  in  your 
absence. 

Ms.  Roukema.  Thank  you.  I  was  going  to  say  that  I  did  not  have 
any  further  questions,  because  you  had  really  pursued  my  line  of 
questioning. 

Chairman  Baker.  Terrific.  Thank  you. 

Ms.  Roukema.  Thank  you. 

Chairman  Baker.  Mr.  Kanjorski. 

Mr.  Kanjorski.  Thank  you,  Mr.  Chairman. 

Mr.  Taylor,  touche. 

It  seems  to  me  that  we  are  about  to  legislate  the  cure  for  cancer. 
It  seems  to  me  that  all  we  have  to  do  is  pass  some  law  and  we  are 
going  to  cure  this  housing  problem.  In  listening  to  all  your  testi- 
mony, and  in  particular  to  your  testimony,  Mr.  Taylor,  it  is  a  proc- 
ess problem. 

A  person  who  has  an  "A"  credit  rating  either  has  the  capacity, 
should  have  the  capacity,  or  should  get  the  representation  to  get 
into  the  proper  channel.  I  do  not  think  the  Congress  is  going  to  be 
able  to  do  it.  I  do  not  think  HUD  is  going  to  do  it.  I  do  not  think 
a  new  regulator  is  necessarily  going  to  do  it  either. 

I  am  not  sure  what  the  outreach  of  a  significantly  sized  organiza- 
tion like  Freddie  Mac  and  Fannie  Mae  can  do  in  the  marginal 
areas  of  5  or  10  percent  of  home  buyers  that  are  abused.  There  is 
no  question  we  should  not  have  abuse. 

But  it  is  most  interesting  for  me  to  listen  to  the  testimony  today 
from  the  panel  criticizing  the  people  that  are  performing  a  mission, 
perhaps  not  satisfactory  to  all.  Certainly  to  legislators  they  never 
will  be  satisfactory. 

But  so  often,  home  ownership  and  economic  opportunity  run  to- 
gether. And  for  us  to  sit  up  here  and  take  positions  that  seem  to 
be  enlightened  in  fostering  home  ownership,  positions  that  do  not 
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recognize  economic  opportunity  as  a  challenged  area  in  our  society, 
is  just  wrong. 

I  think  we  have  an  opportunity  with  some  of  these  organizations 
to  increase  their  mission  in  the  economic  development  area. 

I,  for  one,  recognize  that  there  are  many  areas  of  this  country 
that  cannot  take  advantage  of  all  the  housing  programs  we  con- 
struct from  now  until  doomsday  unless  we  create  the  required 
earning  capacity  in  certain  elements  of  the  American  population. 
This  Congress  for  several  years  has  ignored  this  need,  and,  to  some 
extent,  has  continued  to  limit  it. 

On  the  other  hand,  we  are  attempting  to  say  that  we  are  all  for 
home  ownership  and  that  all  we  need  to  do  is  pass  one  piece  of  leg- 
islation to  fix  this  problem.  I  say  nonsense.  Shame  on  us  for  trying 
to  mislead  the  American  people  that  way. 

I  have  been  asking,  Mr.  Chairman,  for  a  number  of  months  now, 
that  we  use  these  hearings  as  an  opportunity  to  open  up  a  major 
issue  that  should  be  discussed  not  only  before  this  Committee,  but 
in  the  context  of  the  Presidential  and  Congressional  elections  this 
year.  That  way,  the  American  people  can  participate  in  the  broad 
process  of  national  policymaking. 

Clearly,  one  of  the  ways  of  doing  that  is  not  to  have  these  panels 
appear  before  us  periodically  with  vetted,  and  sometimes  slanted, 
testimony. 

And  quite  frankly,  some  charges  have  been  made  here  by  this 
panel  against  Fannie  Mae  and  Freddie  Mac  that  may  or  may  not 
be  true.  I  do  not  know.  But,  I  would  sure  like  to  have  them  sitting 
at  the  same  table  with  you  responding  to  the  allegations. 

I  have  asked  that  we  have  roundtable  discussions.  I  think  we 
have  to  bring  this  issue  to  joinder,  and  we  are  not  doing  that.  We 
are  sitting  here  having  one  group  present  what  their  position  is 
and  how  they  analyze  the  market. 

Quite  frankly,  something  that  really  annoyed  me  at  the  hearing 
today  is,  that  the  free  marketeers  here  today  are  saying  that  we 
have  got  to  put  out  securities  that  are  sound  and  that  meet  the  cri- 
teria of  the  free  market. 

On  the  other  hand,  we  are  saying  that  we  are  not  serving  the 
underserved.  Well,  quite  frankly,  we  are  not  serving  the  under- 
served,  because  the  free  market  does  not  operate  to  serve  the  un- 
derserved. There  is  a  need  for  a  subsidy  there. 

Subsidies  for  housing  aside,  why  do  we  not  go  back  and  honestly 
answer  what  the  problem  in  America  is? 

We  have  an  unequal  opportunity  for  a  large  portion  of  American 
citizens  that  have  been  left  behind  for  the  last  seven  years  in  the 
prosperity  that  has  developed  in  America. 

Why  does  Congress  not  stand  up  to  that  and  at  least  have  those 
issues  acted  on?  Now  I  know  Mr.  Nader  would  not  be  castigating 
the  feeble  attempts  of  the  Democratic  Congress  in  the  creation  of 
these  institutions  to  give  fair  housing  if  he  could  castigate  the 
present  Congress'  limited  recognition  of  an  economic  opportunity. 

But,  if  you  were  to  take  his  testimony  today  and  listen  to  it,  you 
would  think  that  he  has  joined  another  party. 

[Laughter.] 
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Mr.  Kanjorski.  I  do  not  think  that  is  the  intention  of  his  re- 
marks today.  I  do  not  think  that  is  the  intention  of  anybody  on  this 
panel. 

I  think  what  I  heard  today  is  that  a  lot  of  the  institutions  created 
over  the  last  twenty  or  thirty  years  have  operated  successfully,  but 
now  we  are  dealing  with  the  extreme  problems  with  economic  op- 
portunity, both  in  the  minority  and  in  the  disadvantaged  commu- 
nities of  America. 

No  matter  how  much  we  subsidize  housing,  if  you  do  not  give  fair 
jobs,  if  you  do  not  give  fair  income,  and  if  you  do  not  provide  for 
investment  in  distressed  communities,  all  the  subsidized  housing 
and  all  the  sophisticated  products  that  these  GSEs  produce  are  not 
going  to  solve  the  dream  of  American  ownership  within  the  con- 
fines of  a  market-driven  security  organization. 

It  is  time  that  we  put  aside  just  talking  about  housing,  and  pred- 
atory lending,  and  all  the  other  things,  and  determine  where  the 
problems  come  from  and  why  they  are  there. 

They  are  there  because  there  is  an  unequal  distribution  of  oppor- 
tunity, particularly  economic  opportunity,  for  a  large  segment  of 
the  American  people.  It  is  time  for  Congress  to  establish  a  vehicle 
where  we  can  sit  around  a  table  and  have  you  make  your  charges 
or  your  propositions  and  ask  the  other  side  to  respond  to  it. 

I  do  not  care  whether  it  is  the  salary  of  an  executive  involved. 
I  do  not  care  whether  there  is  an  unfair  opportunity  of  subsidy  oc- 
curring. We  must  not  address  this  matter  with  the  idea  that  we 
have  some  magic  silver  bullet  here  encompassed  in  a  piece  of  legis- 
lation that  is  going  to  cure  America's  need  for  housing  opportunity 
for  the  disadvantaged  of  this  country.  That  is  a  darn  joke. 

Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Kanjorski. 

Ms.  Roukema,  you 

Mr.  Nader.  May  I  reply  to  that,  please?  Can  I  reply  to  that? 

Chairman  Baker.  I  think  it  appropriate  to  give  the  gentleman  a 
minute. 

Mr.  Kanjorski.  Oh,  surely. 

Mr.  Nader.  Well,  the  Congressman  is  always  very  good  about 
broadening  frames  of  reference.  We  could  have  talked  about  livable 
wage  and  repealing  Taft-Hartley  and  progressive  taxation  on  cor- 
porations without  tax  shelters,  and  all  these  other  things  that  help 
to  redistribute  wealth. 

In  accordance  with  all  the  hard  work  people  are  engaging  in  in 
this  country,  47  million  workers  make  less  than  $10  an  hour,  some 
of  them  $5.25,  $6,  $7,  $8.  They  can't  buy  much  housing  with  that. 

But  one  other  thing  I  would  like  to  add  to  the  Congressman's 
broadening  of  our  frame  of  reference  is,  when  I  was  growing  up  in 
Connecticut,  a  relatively  modestly  paid  textile  worker  could  afford 
a  six-room  house  and  a  second-hand  car  on  a  very  modest  wage, 
because  the  mortgage  rates  were  3  percent,  a  3  percent,  thirty-year 
mortgage.  Now  they  are  8.25.  And  of  course  that  has  a  lot  to  do 
with  it. 

Mr.  Kanjorski.  Right.  But  let  me  extend  that. 

Mr.  Nader.  Yes. 
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Mr.  Kanjorski.  When  you  were  growing  up,  if  that  textile  work- 
er were  getting  the  type  of  income  today  relative  to  what  they  were 
earning  then,  it  would  be  considerably  higher  than  it  is  today. 

Chairman  Baker.  If  I  may,  because  we  have  Members  who  have 
been  patiently  waiting  to  ask  their  questions.  I  do  not  want  to  cut 
you  off.  But  let  me  say,  on  the  other  side  of  the  coin,  Mr.  Nader, 
although  Mr.  Kanjorski's  remarks  were  fully  understood  and  appre- 
ciated, there  are  others  on  the  Committee  who  would  have  a  hard 
time  questioning  your  commitment  to  consumers,  just  for  the 
record. 

Mr.  Nader.  OK. 

[Laughter.] 

Chairman  BAKER.  Ms.  Roukema,  would  you  choose  to- 


Ms.  Roukema.  No,  Mr.  Chairman.  I  am  going  to  pass.  You  really 
focused  on  the  question  that  I  had  in  mind,  and  I  think  given  the 
numbers  of  people  here  and  the  second  panel. 

Chairman  Baker.  Thank  you,  Ms.  Roukema. 

Mr.  Ryan,  you  would  be  next. 

Mr.  Ryan.  I  look  forward  to  the  next  panel. 

Chairman  BAKER.  Let's  see. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

A  number  of  you  endorsed  provisions  of  the  Baker  bill.  I  know 
Mr.  Cunningham  talked  about  the  idea  of  repealing  the  line  of 
credit  which  Fannie  Mae  and  Freddie  Mac  enjoy  with  the  Treasury. 

While  the  Chairman  has  been  correct  in  stating  that  this  is  not 
in  any  way  a  full  faith  and  credit  guarantee,  I  think  if  you  read 
any  prospectus  from  Freddie  or  Fannie,  they  go  to  great  pains  to 
say  "this  is  not  a  full  faith  and  credit  guarantee,"  and  every  broker 
or  underwriter  you  talk  to  on  Wall  Street  will  tell  you  that  it  is 
not  a  full  faith  and  credit  guarantee,  but  the  market  treats  it  as 
something  just  less  of  a  full  faith  and  credit  guarantee. 

I  think  even  if  it  would  not  cover  one  day,  or  one  week,  if  there 
were  a  complete  collapse  of  a  GSE,  I  assume  the  market  considers 
it  that  once  the  spigot  is  open  at  the  Treasury,  it  would  be  rather 
difficult  to  turn  it  off. 

I  guess  the  question  I  have  for  this  panel  is,  it  seems  to  me  Mr. 
Baker's  bill  and  Treasury's  position,  quite  frankly,  of  doing  away 
with  the  line  of  credit  and  doing  away  with  maybe  some  of  the  ben- 
efits that  Congress  has  given  to  the  GSEs  over  the  years  to  foster 
their  development,  while  at  the  same  time  putting  a  stronger  yoke 
on  them  in  terms  of  what  they  can  and  cannot  do  is  a  conflicting 
approach. 

Perhaps  the  time  has  come  to  revisit  what  was  done  in,  I  guess, 
the  1970's.  That  is  to  say,  instead  of  creating  a  privately  held  or 
publicly  held  private  corporation  that  is  Government  sponsored,  to 
just  completely  cut  them  off  and  send  them  on  their  way  and  elimi- 
nate any  benefit  they  get  and  just  say,  'Tou  are  now  completely  on 
your  own  and  you  can  do  whatever  you  want  to  do.  You  are  well 
capitalized.  The  Government  is  not  going  to  stand  behind  you  in 
any  way,  nor  are  we  going  to  dictate  as  to  what  your  mission  is." 

Would  you  find  that  acceptable?  And  then  we  would  be  through 
with  this  problem.  The  market  would  treat  its  debt  accordingly. 
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They  probably  would  downgrade  it  a  little  bit,  as  the  Chairman 
mentioned.  But  they  would  be  out  on  their  own  and  Congress  could 
say  "We  have  washed  our  hands  of  this  problem.  The  kids  have 
graduated  from  college  and  we  have  sent  them  on  their  way  to 
make  it  as  they  may  in  the  world,  and  we  have  given  them  a  little 
stipend  to  help  them  along,  a  good  education.  Hopefully  they  will 
become  productive  citizens  of  the  corporate  community  as  a  result 
of  that." 

Would  you  all  agree  with  that,  or  is  it  better  to  keep  them  under 
some  form  of  lock  and  key  or  at  least  on  a  tight  leash? 

Mr.  Cunningham.  If  I  could  respond  to  that  really  quickly.  I 
think  the  issue  here  is  one  of  balance.  Undersecretary  Gensler 
came  in  here  on  what,  March  22nd?  Made  noises  about  repealing 
the  Treasury  line.  And  you  saw  what  happened.  You  saw  the  tur- 
moil that  you  had  in  the  market,  and  that  was  just  from  the  mere 
suggestion  that  Treasury  might  actually  support  this  legislation  in 
a  way  that  Wall  Street  had  not  anticipated. 

Now  I  worked  on  Wall  Street  for  a  number  of  years,  so  I  would 
say  that  probably  if  you  did  that,  if  you  made  that  a  provision  of 
the  bill,  the  response  in  Wall  Street  would  be  immediate  and  nega- 
tive. 

I  think  that  what  is  probably  more  appropriate  from  the  stand- 
point of  maintaining  the  long-term  stability  of  the  financial  system 
is  to  basically  make  things  plain. 

Let  us  give  Wall  Street  a  schedule  that  says  that  in  five  years 
we  will  turn  these  institutions  loose  and  they  will  be  completely 
private  institutions,  or  in  ten  years. 

But,  I  think  to  basically  do  it  overnight  would  cause  some  tur- 
moil, mainly  because  of  the  level  of  guarantee  that  is  out  there,  the 
level  of  the  debt  that  these  institutions  have,  depending  upon 
whose  numbers  you  use. 

Mr.  Bentsen.  And  I  am  eager  to  hear  the  others. 

But,  Mr.  Cunningham,  it  would  seem  to  me  that  you  would  agree 
with  that  just  on  a  phased  schedule.  But  that  would  be  contrary 
to  what  I  think  my  good  friend  from  Louisiana  is  doing  in  his  bill. 
I  think  he  is  going  halfway. 

The  concern  I  have  got  is  you  are  taking  a  llama  and  turning  it 
into  what  I  remember  from  Dr.  Doolittle  is  sort  of  a  "push  me-pull 
me"  animal,  and  I  am  not  sure  of  that  sort  of  social  engineering 
or  economic  engineering  by  Congress.  And  actually,  you  all  are  sup- 
posed to  be  saying  that  and  not  my  side. 

[Laughter.] 

Mr.  Bentsen.  But  that  is  what  appears  to  be  happening.  I  would 
be  eager  to  hear  what  the  others  have  to  say. 

Mr.  Skillern.  I  think  housing  advocates  are  concerned  by  that 
argument  in  that  we  would  lose  a  tool  that  has  been  productive  in 
creating  affordable  housing  and  opportunities  and  playing  a  cor- 
porate sponsorship  with  our  nonprofits. 

Our  argument  is  not  so  much  to  lose  that,  but  to  build  upon  it. 
I  think  the  concern  of  stripping  away  any  type  of  Government  ac- 
countability would  mean  that  the  market  would  just  be  more  of  the 
market;  that  I  would  be  here  testifying  on  what  is  not  being  done 
at  all. 
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Second,  Mr.  Chairman,  I  liked  your  idea  actually  about  exceeding 
the  market  as  the  benchmark.  And  I  agree  that  I  have  sat  around 
and  negotiated  with  institutions,  and  I  think  that  as  an  example, 
Freddie  Mac  has  released  CreditWorks,  which  is  essentially  a 
subprime  product  that  is  clean  and  is  priced  competitively. 

But  that  is  only  $100  million  worth  of  credit  out  there,  and  that 
just  does  not  go  far  enough.  If  they  were  incentivized  to  be  able  to 
capture  this  market  at  a  higher  rate,  that  product  would  get  a  lot 
more  than  a  $100  million  line. 

The  other  concern  I  had  about  your  argument,  though,  was  this 
idea  of  $10  billion  in  subsidy.  Couldn't  we  do  a  lot  with  that  in  our 
communities? 

And  the  answer  of  course  is  yes.  But  would  we  actually  see  that 
if  you  took  away  the  charter?  I  am  afraid  what  would  happen  is 
that  that  subsidy  would  just  disappear. 

So  I  will  one-up  you  on  your  proposal,  and  say  that  the  subsidy, 
if  lost,  is  then  set  into  a  home  ownership  trust  fund,  which  will 
then  subsidize  or  make  affordable  second  mortgages  for  Americans 
across  the  country. 

We  are  really  concerned  that  this  argument  against  the  GSEs 
are  going  to  be  used  against. 

Mr.  Bentsen.  Mr.  Skillern,  I  understand  what  you  are  saying. 
But  if  the  effect  of  the  Chairman's  bill — and  none  of  us  know  this; 
we  only  hypothesize  this — ^but  if  the  effect  of  the  Chairman's  bill 
is  to  raise  the  cost  of  capital  to  the  institution,  if  it  has  that  effect, 
would  that  not  be  counterproductive? 

Mr.  Skillern.  I  think  that  would  be  one  impact,  yes,  sir. 

Mr.  Bentsen.  I  do  not  know,  Mr.  Taylor,  Mr.  Nader,  I  do  not 
know  if  you  all  have  comments? 

Mr.  Fauntroy.  Mr.  Bentsen,  let  me  just  if  I  may  respond  to  your 
question  as  well,  because  I  would  be  horrified  if  the  scenario  you 
laid  out  there  became  a  fact. 

It  would  leave  the  commercial  banks  as  the  only  ones  being  sub- 
sidized in  the  area  of  housing  construction  and  provision  in  this 
country. 

I  served  for  six  years  as  Chair  of  the  Subcommittee  of  this  full 
Committee  on  Domestic  Monetary  Policy.  And  Paul  Volker,  who 
was  then  Chair  of  the  Fed,  taught  me  something  that  Alan  Green- 
span has  confirmed  to  this  Committee  recently  when  he  said  that 
the  commercial  banks  and  thrifts  have  a  13-basis  point  subsidy 
from  the  Federal  Government.    ^ 

I  understand  that  and  I  think  he  is  an  appropriate  authority  on 
this.  But  to  take  away  the  mission  that  we  have  sharpened,  par- 
ticularly in  the  last  decade,  that  we  gave  to  these  GSEs  would  be 
a  disaster. 

Chairman  BAKER.  If  I  might,  Mr.  Bentsen,  we  have  run  on  a  bit 
over  our  time. 

Mr.  Sweeney. 

Mr.  Sweeney.  Thank  you,  Mr.  Chairman. 

I  appreciate  the  opportunity,  and  I  know  we  are  rushed  for  time, 
because  we  have  a  vote.  As  you  know — and  I  also  have  to  leave, 
and  I  apologize  for  that;  I  have  another  hearing  that  I  have  got  to 
get  to — as  you  know  I,  like  Mrs.  Roukema  and  Mr.  Kanjorski,  real- 
ly began  this  process,  and  others,  began  this  process  with  a  more 
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cautious  approach,  because  I  was  concerned  about  the  unintended 
consequences. 

And  really,  I  think,  the  first  hearing  said  that  if  we  operate  from 
the  principle  of  "if  ain't  broke,  don't  fix  it,"  we  are  probably  better 
off  here. 

However,  I  want  to  congratulate  you  for  conducting  these  hear- 
ings, because  I  think  they  have  served  a  great  purpose  in  helping 
us  to  define  and  try  to  improve  the  GSE  process  in  the  market. 

I  really  do,  while  some  may  not  appreciate  the  value  of  these,  I 
do.  I  also  appreciate  the  differences  we  might  have  in  sharing  op- 
portunities to  all  Americans  that  exist  economically  and  certainly 
as  it  relates  to  the  mission  of  providing  affordable  housing  for  all. 

With  that,  I  simply  want  to  submit  a  statement  to  the  record,  if 
there  is  no  objection  to  that. 

[The  prepared  statement  of  Hon.  John  E.  Sweeney  can  be  found 
on  page  219  in  the  appendix.] 

Mr.  Sweeney.  Your  line  of  questioning  on  mission  compliance  in- 
trigues me,  and  Mr.  Nader's  testimony  as  well  as  Mr.  Taylor.  We 
spoke  about  the  role  that  HUD  may  or  may  not  provide  or  perform, 
and  I  would  like  if  we  could  have  a  very  brief  discussion  from  any 
of  the  panelists,  but  more  particularly,  from  Mr.  Nader  and  Mr. 
Taylor  about  that. 

Is  it  your  suggestion  that  in  providing  an  expanded  role  for  HUD 
that  the  role  be  an  advisory  role  or,  more  precisely,  a  role  of  direc- 
tion to  the  Board? 

And  how  would  you  envision  the  sort  of  ongoing  enhancement  of 
mission  compliance  and  HUD's  role  in  that? 

Mr.  Taylor.  Mr.  Sweeney,  obviously  HUD  has  a  role  now.  They 
have  approval  authority.  I  think  what  we  are  here  to  argue,  and 
I  would  associate  myself  with  the  comments  of  Mr.  Fauntroy  and 
Mr.  Skillern  as  it  related  to  Mr.  Bentsen's  question. 

We  are  here  not  to  weaken  Fannie  or  Freddie,  but  to  strengthen 
their  efforts  in  lending  in  underserved  areas.  I  think  to  privatize 
would  remove  the  leverage  that  we  otherwise  would  have  in  that 
area. 

At  the  same  time,  I  think  we  need  to — and  part  of  moving  for- 
ward for  us  is  strengthening  the  oversight  that  HUD  has,  that  that 
be  a  stronger  body,  that  there  be  some  tie,  some  penalty,  some  way 
to  influence  these  institutions  so  that  at  least,  you  know,  from  our 
perspective — and  unfortunately,  I  am  not  sitting  up  there — but 
from  my  perspective,  that  they  do  more  in  underserved  commu- 
nities. 

I  am  concerned  that  we  are  having  this  great  economic  pros- 
perity in  this  country,  and  now  is  the  time  where  we  can  bring  a 
lot  more  homeowners  on  board  into  the  affordable  home  ownership 
market.  But,  we  need  some  of  these  things,  these  levers,  in  place 
to  help  us. 

Clearly,  increased  data  disclosure  is  important  in  absolutely  pro- 
hibiting their  participation  in  any  way,  shape,  or  form  in  the  preda- 
tory market,  and  seeing  to  it  that  HUD  or  whoever  the  oversight 
body  is,  looked  at  those  items  and  looked  at  their  commitment  and 
compared  them  to  the  market  and  really  had  the  ability  to  take  ac- 
tion if,  in  fact,  they  were  not  performing  at  a  level  that  reasonable 
people  would  agree  it  should  be  at. 
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Mr.  Nader.  In  answer  to  your  question,  I  would  like  to  submit 
for  the  record  a  statement  by  Jonathan  Brown  on  reform  of  GSE 
housing  goals  that  was  submitted  at  a  conference  here  in  Wash- 
ington on  May  23rd  of  this  year. 

In  that  testimony,  he  has  a  table  based  on  GSE  loan  purchase 
data  and  HMDA  loan  origination  data  from  the  nine-county  Chi- 
cago PMSA. 

He  shows  that  GSE  market  data  by  census  tract  racial  category 
shows  a  decline  in  GSE  market  share  from  75  percent  in  predomi- 
nately non-minority  census  tracts  to  only  33  percent  in  census 
tracts  in  which  minorities  comprise  75  percent  or  more  of  the  cen- 
sus tract  population. 

And  in  the  Chicago  PMSA,  these  two  census  tract  categories  rep- 
resent almost  60  percent  of  the  PMSA's  total  of  1,776  census  tracts. 

So  the  whole  Federal  chartering  of  Fannie  Mae  and  Freddie  Mac 
was  to  advance  the  housing  goals  for  all  Americans. 

HUD,  in  spite  of  some  nice  statements  by  Secretary  Cuomo,  and 
the  Congress,  has  not  sufficiently  supported  a  more  rigorous  public 
evaluation  and  enforcement  of  the  purposes  of  those  charters  for 
Fannie  Mae  and  Freddie  Mac. 

We  are  at  such  a  primitive  level  that  the  executives  of  Freddie 
Mac  and  Fannie  Mae  will  even  dispute  these  figures.  They  have  got 
their  own  map  makers. 

[The  prepared  statement  of  Jonathan  Brown  can  be  found  on 
page  232  in  the  appendix.] 

Mr.  Nader.  Now  I  think  Congressman  Kanjorski  is  absolutely 
right.  We  should  have  someone  from  Freddie  Mac  and  Fannie  Mae 
and  Jonathan  Brown,  who  worked  sixteen  hours  a  day  on  these 
maps  for  years,  right  up  here  so  that  never  again  do  we  hear  the 
constant  denial  of  what  we  believe  is  factual  reality  by  executives 
of  those  two  federally-chartered  organizations. 

I  mean,  if  we  cannot,  you  know,  establish  a  factual  reality,  we 
cannot  go  forward  on  policy  and  we  cannot  go  forward  on  enforce- 
ment. 

Mr.  Sweeney.  But  the  devil  is  in  the  details  of  how  we  are  going 
to  monitor  the  ongoing  mission  requirements.  And  it  seems  to  me 
that  the  Chairman's  suggestion  of  tying  it  to  market  standards  and 
improving  upon  those  market  standards  has  great  merit. 

Where  I  began  this  process  believing  we  ought  not  to  tinker  on 
the  edges,  I  am  coming  quickly  to  the  notion  that  maybe  we  have 
something  here  that  we  can  reach  some,  consensus  on  that  can  im- 
prove those  mission  statements  and  at  the  same  time  balance  risks. 

So,  I  thank  you  for  your  testimony.  The  information  is  very  valu- 
able, and  the  presentations  were  terrific. 

I  thank  the  Chairman. 

Mr.  Cunningham.  If  I  can  follow  with  one  quick  point  on  that. 

Chairman  Baker.  Very  briefly.  We  have  a  vote  pending. 

Mr.  Cunningham.  Part  of  what  we  will  be  able  to  use  going  for- 
ward as  we  have  seen  on  the  social  investment  side  is  the  tech- 
nology that  allows  us  to  track  large  data  sets  very  quickly  these 
days. 

I  mean  commonly,  you  know,  people  talk  about  the  impact  of  the 
internet.  Well  this  is  one  thing  that  we  can  use  the  internet  to  do. 
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We  can  use  it  to  monitor  the  performance  of  the  GSEs  in  meeting 
their  social  mission.  I  just  wanted  to  make  that  point. 

Thank  you,  Mr.  Chairman. 

Chairman  Baker.  I  thank  you. 

Gentlemen,  we  have  a  vote  pending.  We  are  about  five  minutes 
left  in  the  vote.  I  know  several  Members  still  have  questions  for 
the  panel.  I  ask  your  patience  in  remaining  with  us  a  bit  longer. 

We  stand  in  recess  pending  the  vote. 

[Recess.] 

Chairman  Baker.  I  would  like  to  call  our  hearing  back  to  order. 

As  I  recall,  Mr.  Sweeney  was  the  last  Member  to  be  recognized 
for  questions. 

Ms.  Waters,  in  that  case  you  would  be  up  next. 

Ms.  Waters. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Chairman. 

I  do  have  a  question  I  am  going  to  ask  of  our  panelists,  but  be- 
fore I  do  that,  I  really  need  to  make  a  few  observations  so  that  I 
can  try  and  help  everybody  to  understand  where  I  am  coming  from. 

I  thank  all  of  the  panelists  for  being  here  today,  and  I  thank  you 
for  the  work  that  you  do. 

I  am  particularly  delighted  that  Mr.  Ralph  Nader  is  here.  He  is 
always  a  breath  of  fresh  air.  And,  you  know,  I  have  known  him 
over  the  years,  and  he  is  on  the  cutting  edge  and  very  tough  about 
it  all.  But  let  me  just  say  this  so  that  the  panelists  will  understand. 

I  am  trying  desperately  not  to  be  used  by  anybody.  There  is  this 
battle  going  on  between  FM  Watch  and  the  GSEs.  It  is  all  about 
market  share,  in  my  estimation. 

Now  I  must  qualify  that  so  that  my  Chairman  will  not  think  I 
am  casting  any  aspersions  on  him.  I  respect  you,  Mr.  Chairman, 
and  I  sincerely  believe  that  you  are  indeed  acting  on  your  sincere 
beliefs  about  problems  that  exist  that  need  to  be  taken  care  of 

But,  I  believe  that  there  is  a  battle  going  on  and  all  of  us  should 
be  careful  not  to  get  caught  up  in  this  battle  about  market  share. 

Some  of  the  very  words  that  are  being  used  that  I  hear  about, 
"mission  creep,"  about  likening  what  is  going  on  with  the  GSEs  to 
the  S&L  scandal,  and  so  forth,  are  words  that  are  in  the  internal 
documents  of  FM  Watch  as  it  developed  its  strategy  about  how  it 
was  going  to  attack  the  GSEs. 

So  I  am  very  aware  of  that,  and  I  have  taken  a  look  at  the  press 
releases  that  have  been  sent  out  by  some  of  the  groups  that  are 
challenging  the  GSEs  and  they  use  the  very  words  that  are  used 
in  the  internal  documents  in  its  approach  to  attacking  the  GSEs. 

Now  having  said  that,  in  this  battle  I  really  am  on  nobody's  side. 
I  am,  you  know,  a  pox  on  everybody's  house  as  far  as  I  am  con- 
cerned. And  let  me  tell  you  why. 

When  you  come  here  and  you  talk  about  whether  or  not  the 
banks  and  the  mortgage  companies  are  doing  better  than  the  GSEs 
and  you  cite  these  slight  percentage  points,  and  you  kind  of  tell  me 
that  the  financial  institutions  are  doing  better,  because  they  in- 
clude in  that  assessment  the  predatory  loans,  and,  because  the 
GSEs  have  not  really  gotten  into  them  yet  that  somehow  the  finan- 
cial institutions  are  doing  better,  you  have  to  understand^and  I 
understand  what  you  said,  sir,  and  you  made  the  picture  very,  very 
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clear  as  it  relates  to  predatory  lending  and  what  the  GSEs  are 
doing  and  what  they  could  be  doing,  and  so  forth — you  have  to  un- 
derstand that  I  do  not  think  that  lending  and  the  availability  of 
mortgages  to  poor  people  should  be  done  regardless  of  the  price. 

I  mean,  some  price  is  too  high.  And,  as  you  said,  it  robs  the  poor- 
est of  the  poor  of  the  opportunity  to  use  their  dollars  wisely  and 
to  have  a  better  quality  of  life. 

So  unless  we  are  talking  about  what  we  are  going  to  do  to  deal 
with  predatory  lending  and  how  we  are  going  to  get  rid  of  some  of 
the  exorbitant  fees  that  are  charged,  the  unconscionable  interest 
rates  and  the  defaults  as  a  result  of  this  predatory  lending,  I  do 
not  want  to  hear  the  figures  about  the  financial  institutions  doing 
better  than  the  GSEs,  because  you  have  not  told  me  that  you  ex- 
cluded the  predatory  loans  from  the  percentages  that  you  gave  me 
about  how  much  better  they  are  doing  than  the  GSEs.  Do  you  un- 
derstand what  I  am  saying? 

Now  having  said  all  of  that,  I  think  there  is  room  for  some  regu- 
lation, and  I  do  not  have  any  problems  with  trying  to  make  sure 
that  the  financial  institutions  and  the  GSEs  do  a  better  job  in  low- 
income  communities  and  minority  communities. 

That  is  why  I  am  such  a  fierce  defender  of  CRA.  The  regulators 
do  not  do  a  good  enough  job,  and  so  we  have  something  in  law  for 
these  non-profits  and  CRAs  to  do  a  watch  over  them  and  to  help 
us  to  identify  what  we  can  do  better.  All  of  what  we  are  doing, 
these  policies  are  kind  of  being  turned  on  their  head. 

My  Chairman,  for  example,  is  not  a  supporter  of  CRA.  My  Chair- 
man, who  is  interested  in  making  sure  that  there  are  more  loans 
given  in  minority  communities  and  in  low-income  communities, 
does  not  support  the  work  of  CRA  to  make  sure  that  that  happens. 

It  is  interesting  when  I  see  the  CRA  groups  here  talking  to  my 
Chairman  and  the  people  who  are  advancing  this  cause  of  FM 
Watch  about  what  they  think  is  wrong. 

I  do  not  want  you  to  get  caught  up  in  this  market  share  battle 
between  FM  Watch  and  the  GSEs.  I  want  you  to  say  the  same 
thing  that  I  am  saying:  "A  pox  on  all  your  houses."  I  am  not  going 
to  be  used.  What  I  think  you  ought  to  be  doing  is,  just  let  the  chips 
fall  where  they  may. 

Now  having  said  that,  did  you  give  me  in  the  percentages  of  the 
lending  from  the  banks  and  the  financial  institutions,  did  you  in- 
clude their  predatory  loans  in  that  information  that  you  gave  me, 
Mr.  Taylor? 

Mr.  Taylor.  Yes. 

Ms.  Waters.  Or  did  you  separate  it  out? 

Mr.  Taylor.  Thank  you,  Ms.  Waters. 

First  off,  I  want  to  let  you  know  that  I  in  no  way  identify  with 
FM  Watch,  nor  do  I  desire  to  be  caught  up  in  the  battle  for  market 
share,  and  it  is  not  for  lack  of  their  trying  to  contact  us. 

Similarly,  I  have  a  lot  of  contact  with  Fannie  and  Freddie,  and 
I  guess  I  have  a  lot  more  faith,  because  I  have  more  experience 
with  them.  But  they  understand  where  we  are  coming  from  as  an 
organization,  and  that  we  will  continue  to  push  them,  and  push 
them  hard  in  any  way  we  can,  to  purchase  more  mortgages  going 
to  low-income,  minority,  and  other  underserved  populations. 
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And  toward  that  end,  we  did  our  own  study,  which  in  fact  looked 
at  home  purchase  lending  in  neighborhoods  in  different  areas  of 
the  country.  But  in  Pittsburgh,  for  example,  banks'  purchase  of 
loans  made  up — just  using  Pittsburgh  as  an  example — 16  percent 
of  all  the  low-  and  moderate-income  mortgages  made  in  that  area. 

Now  remember,  most  of  the  predatory  stuff  happens  in  the  refi- 
nance area.  What  we  looked  at — and  why  Fannie  was  critical  of 
us — was  because  we  looked  at  originations.  Who  is  really  going  out 
there  and  making  loans  available?  Not  buying  seasoned  loans  off 
the  shelf  that  are  already  approved  to  be  creditworthy  and  that 
sort  of  thing,  but  rather,  who  is  making  these  originations. 

And  in  that  area,  in  Pittsburgh  for  example,  the  banks  made  16 
percent  of  their  loans  to  low-  and  moderate-income  people,  while 
the  GSEs  did  3  percent.  It  is  possible  that  some  of  those  origina- 
tions could  have  been  predatory.  One  of  the  problems  we  have,  and 
that  is  why 

Ms.  Waters.  Excuse  me,  I  am  going  to  interrupt  you  for  a  mo- 
ment. 

Mr.  Taylor.  Yes. 

Ms.  Waters.  Because  one  thing  that  is  very  clear  to  us  on  this 
subcommittee  is  this,  Mr.  Taylor.  That  is  that  minorities  and  poor 
people  are  forced  into  signing  off  on  predatory  lending  when  they 
qualify  for  traditional  loans. 

It  has  been  said  here  today,  and  it  has  been  said  over  and  over 
again,  you  get  people  who  qualify,  who  you  know  whatever  the  in- 
come requirements  are,  whatever  the  credit  records  are,  they  qual- 
ify. But  these  same  banks  are  pushing  them  into  this  predatory 
lending. 

Mr.  Taylor.  Subprime.  I  think  you  are  saying,  and  predatory. 

Ms.  Waters.  Subprime  lending  and  predatory  lending. 

Mr.  Taylor.  You  are  absolutely  right.  And  we,  of  course,  testified 
to  that  effect.  And  one  of  the  things  that  would  be  very  helpful,  and 
I  think  your  point  is  well  taken,  is  if  we  had  more  data. 

I  came  here  last  time,  and  Chairman  Leach  lambasted  the  Fed- 
eral Reserve  and  the  other  regulators  for  not  coming  forth  with 
real  solutions,  and  you,  too,  as  well,  Ms.  Waters,  and  others  from 
the  Banking  Committee. 

The  truth  is,  they  have  the  access  to  the  data.  We  do  not.  The 
general  public  does  not. 

Ms.  Waters.  Did  you  make  a  recommendation  that  this  be  a  part 
of  this  legislation? 

Mr.  Taylor.  I  certainly  did,  as  strongly  and  as  forcefully  as  pos- 
sible. 

Ms.  Waters.  As  part  of  this  legislation? 

Mr.  Taylor.  I  did  it  at  that  hearing. 

Ms.  Waters.  Well,  let  me  just  tell  you,  and  this  is 

Mr.  Taylor.  But  let  me  make  a  suggestion. 

Ms.  Waters.  No,  no.  Reclaiming  my  time.  Reclaiming  my  time. 

Mr.  Taylor.  OK. 

Ms.  Waters.  And  this  is  what  I  am  talking  about  when  I  say  do 
not  get  caught  up  in  this  battle  for  market  share.  If  you  come 
here 

Mr.  Taylor.  I  am  sorry.  I  have  to  correct  my  comments. 

Ms.  Waters.  That  is  OK.  Reclaiming  my  time. 
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Mr.  Taylor.  I  did  make  a  recommendation  in  my  statement,  and 
I  apologize. 

Ms.  Waters.  Reclaiming  my  time.  Reclaiming  my  time.  I  want 
you  to  come  with  recommendations  regardless  of  the  GSEs,  regard- 
less of  FM  Watch,  about  how  to  get  at  the  problems  and  how  to 
deal  with  getting  more  loans  to  low-income  people  and  minorities. 

Having  said  that,  I  cannot  see  your  last  name  very  well. 

Mr.  Cunningham.  Cunningham. 

Ms.  Waters.  But  I  would  like  you  to  respond  to  that  question. 

Chairman  Baker.  If  I  may,  Ms.  Waters,  maybe  we  will  come 
back  to  you  on  another  round.  You  have  gone  over  ten  minutes, 
and  I  do  have  other  Members. 

Ms.  Waters.  I  appreciate  that.  Thank  you  very  much,  Mr.  Chair- 
man. 

Chairman  Baker.  Thank  you,  Ms.  Waters. 

Mr.  Riley. 

Mr.  Riley.  Thank  you,  Mr.  Chairman.  And  Mr.  Chairman,  I 
want  to  compliment  you  on  the  group  that  we  have  here  today.  It 
has  been  very  enlightening.  However,  I  have  some  real  reservations 
about  the  way  this  testimony  has  gone  today. 

I  think  all  of  us  want  the  GSEs  to  be  a  full  participant  and  do 
more  low-income  loans,  but  I  guess  my  biggest  problem  is  who  is 
going  to  be  the  final  determinant  to  make  those  type  decisions? 

How  do  you  judge  the  difference  between  the  subprime  and  the 
predatory  loan? 

Where  do  we  draw  the  line  where  we  say  that  one  is  subprime 
and  is  something  the  GSEs  should  participate  in,  but  another  is  a 
predatory  loan  that  all  of  us  seem  to  think  should  not  even  be 
available  in  the  first  place? 

I  do  not  know  that  I  want  HUD  to  be  the  one  that  makes  that 
determination.  And  if  HUD  does  not,  who  would? 

Mr.  Taylor. 

Mr.  Taylor.  Yes,  well,  I  think  there  are  some  obvious  things, 
Mr.  Riley,  that  are  predatory  that  almost  all  reasonable  people 
would  agree  upon — that  there  are  loans  that  are  designed  to  abso- 
lutely strip  wealth,  that  on  their  face  are  designed  to  see  to  it  that 
the  person  fails  and  that  the  broker  or  the  person  making  that  loan 
is  going  to  own  that  property  in  a  very  short  period  of  time. 

Even  listening  to  some  of  the  subprime  lenders  talk  to  the  Mort- 
gage Bankers  Association  and  others,  they  would  agree  that  certain 
things  done  in  the  subprime  fiejd  are  really  predatory  and  ought 
to  be  things  that  should  be  outlawed.  Mandatory  credit  life  insur- 
ance prepaid  up  front,  things  like  that. 

Where  it  gets  gray,  there  are  a  lot  of  other  areas,  but  there  ought 
to  be  the  ability  for  someone  to  assess  and  take  a  list  and  make 
a  determination,  a  reasonable,  intelligent  person  who  is  unbiased, 
to  say  these  characteristics  added  up  are,  in  fact,  predatory.  They 
are  beyond  subprime. 

I  do  not  think  that  is  rocket  science,  and  I  do  not  think  it  is  a 
difficult  thing  to  do.  But  the  will  and  the  spirit  has  to  be  there. 

And  right  now,  there  is  not  even  the  data  for  us.  And  that  is  why 
I  have  proposed  in  my  remarks  that  we  expand  the  data  so  we  can 
take  a  look  at  this  kind  of  thing. 

Mr.  Riley.  Well  back  to  the  original  question,  though. 
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Mr.  Taylor.  Yes. 

Mr.  Riley.  Once  you  have  the  data,  once  you  have  the  abihty  to 
make  that  determination,  who  is  going  to  be  the  final  person  that 
makes  that  determination  on  whether  this  is  subprime  or  whether 
this  is  a  predatory  loan? 

Mr.  Taylor.  OK.  Good  question.  I  would  say  it  happens  on  a  lot 
of  levels. 

Certainly  CRA-regulated  institutions  should  not  be  in  the  busi- 
ness of  securitizing  or  making  predatory  loans.  And  the  Federal 
bank  regulatory  agencies  ought  to  come  down  on  them  with  a  big 
old  heavy  foot  if  they  find  cases  where  they  are  using  the  tax- 
payer's benefit  of  FDIC  insurance  and  other  benefits  to  be  able  to 
do  this  kind  of  unscrupulous  activity. 

Fannie  Mae  and  Freddie  Mac? 

Mr.  Riley.  And  I  think  you  are  absolutely  right  on  that  point. 
But  again,  I  think  one  of  the  reasons  that  you  see  banks  partici- 
pate more  in  low-income  loans  than  probably  a  GSE  is,  because 
they  do  have  other  profit  centers  where  they  can  offset  some  of  the 
losses  that  they  might  have,  and  they  also  have  the  CRA  language. 

Mr.  Taylor.  I  would  not  agree  with  that,  sir.  The  record  shows 
that  mortgages  made  to  low-  and  moderate-income  people,  whether 
you  are  looking  at  Fannie's  or  Freddie's  or  the  Woodstock  Insti- 
tute's or  almost  any  study,  that  the  performance  of  low-  and  mod- 
erate-income people  in  the  mortgage  market  is  as  good  or  better 
than  other  parts  of  the  market. 

Mr.  Riley.  Then  give  me  a  reason  why  they  do  not  have 
more 

Mr.  Taylor.  Fair  Isaac  and  Company,  the  ones  who  are  the 
gurus  of  credit  scoring,  for  example,  give  negative  credit  for  higher 
income  in  their  credit  scoring  system,  because  they  have  found, 
through  regression  analysis,  that  lower-income  people  actually  de- 
fault less,  and  if  they  default,  they  have  more  of  an  ability — an  em- 
pire does  not  collapse.  If  their  mortgage  collapses,  they  have  more 
of  an  ability  to  go  out  and  find  another  job  and  replicate  the  income 
needed  to  pay  their  mortgage. 

So  I  would  not  go  along  with  your  assumption.  And  I  think  this 
is  why,  by  the  way,  folks  like  Bear  Stearns  and  the  private,  outside 
of  Fannie  and  Freddie,  secondary  market  entities  are  jumping  to 
buy  these  CRA  loans  now,  because  they  are  highly  profitable,  not 
to  mention  a  lot  of  low-income  people,  because  of  financial  illit- 
eracy, do  not  refinance  and  take  advantage  of  the  institutions  and 
the  systems  that  would  actually  help  them. 

Instead,  it  helps  Wall  Street  and  others  make  greater  profits, 
and  therefore,  they  love  these  loans.  So  I  am  not  going  down  that 
road  with  you. 

Mr.  Cunningham.  Well,  let  me,  if  I  could  really  quickly  jump  in 
here,  because  I  actually  did  some  of  the  original  work  that  looked 
at  this  issue  with  respect  to  mortgage-backed  securities,  loans 
originated  by  minority  financial  institutions  including  Family  Sav- 
ings and  Loan  in  Los  Angeles  and  Founders  National  Bank, 
Carlton  Jenkins  out  there.  Basically,  what  we  found,  again — and 
this  predates  John's  work;  this  was  back  in  1990 — what  we  found 
was  that  for  exactly  the  reasons  he  stated,  basically,  low-  and 
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moderate-  income  people,  when  they  got  the  loan,  worked  twice  as 
hard  to  maintain  the  loan. 

Therefore,  the  prepayment  rates  on  those  loans — that  is,  paying 
that  loan  early — were  lower  than  the  prepayment  rates  on  generic 
loans. 

If  the  prepayment  rates  on  a  certain  set  of  mortgage  loans,  a 
mortgage  pool,  is  lower  than  the  generic,  that  is  worth  a  lot  of 
money  to  Wall  Street,  because  they  can  tailor  and  target  the 
cashflows.  They  know  with  a  greater  degree  of  certainty  what 
cashflows  are  coming  in. 

What  happens,  what  has  happened  is  what  I  talked  about  in  my 
testimony  earlier,  and  that  is  that  the  risks  have  simply  been  inac- 
curately categorized. 

Mr.  Riley.  Then  based  on  those  assumptions,  I  would  assume 
that  the  GSEs  are  making  a  financial  mistake  not  to  go  out  and 
actively  pursue  this  more  on  an  economic  basis  and  a  monetary 
basis  than  on  any  other. 

So  can  you  give  me  a  reason  why  they  are  at  3  percent  and  the 
banks  are  at  16?  If  this  is  a  financial  boon  for 

Mr.  Cunningham.  Again,  part  of  what  happens  is  the  GSEs  use 
these  very  complicated  models  to  determine  what  the  probability  of 
default  is  for  certain  individuals  as  the  loans  come  in,  and  they 
build  those  models  into  their  underwriting  guidelines  that  they 
give  to  the  banks  to  say,  "OK,  look,  this  guy,  when  he  comes  in  and 
takes  out  a  loan  application  is  going  to  be  an  A  credit,  this  is  going 
to  be  a  B  credit,  this  is  going  to  be  a  C  credit." 

Part  of  what  happens  is  that  the  lending  criteria  that  the  GSEs 
have  developed  are  not  ethnically  neutral.  They  are  not  neutral 
with  respect  to  income  and  ethnicity  of  the  borrower. 

Now  they  would  claim  that  that  is  not  the  case,  but  basically 
what  I  think  John  and  I  are  saying  and  what  the  experience  in  the 
market  has  shown  us  is  that  there  is  a  profitable  sector  that  is 
being  ignored. 

Therefore,  the  only  way  to  explain  that  unwillingness  of  the 
GSEs  to  go  into  that  sector  is  to  suggest  that  their  underwriting 
criteria  are  somehow  off.  That  is,  that  they  do  not  correctly  account 
for  certain 

Mr.  Riley.  And  I  guess  that  points  up  the  real  dilemma  here 
when  you  have  these  hybrid  organizations  that  are  partly  Govern- 
ment and  partly  private. 

I  am  not  too  sure  that  this  subcommittee  has  the  expertise,  and 
I  am  not  too  sure  when  there  is  a  difference  in  the  modeling  be- 
tween what  you  say  and  what  the  GSEs  say,  and  it  is  a  privately 
held  company,  that  we  should  hold  them  to  a  standard  that  they 
do  not  believe  that  they  can  live  with. 

Chairman  BAKER.  Mr.  Riley,  if  I  can,  we  have  been  generous  on 
time,  but  you  are  well  over.  Do  you  want  to  make  a  concluding  re- 
mark? 

Mr.  Nader.  May  I  just  answer  it  very  quickly?  You  asked  a  cou- 
ple of  questions,  how  do  you  determine  predatory  market  and 
subprime  lending? 

I  suggest  one  way  is  too  look  at  the  past  when  there  were  usury 
laws.  Companies  now  are  engaging  in  behavior,  which  before  the 
1970's  would  be  considered  criminal.  But  now  the  usury  laws  to 
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States  have  pretty  much  been  repealed,  and  there  is  a  long  history 
about  what  the  usury  law  assumptions  of  fairness  are.  So  that  is 
one. 

The  second  is,  the  National  Consumer  Law  Center  in  Boston  has 
done  a  lot  of  good  work  in  this,  and  you  might  want  to  contact 
them. 

And  the  third  is,  talk  to  the  neighborhood  groups  who  are  work- 
ing in  the  housing  area.  Like  here  in  the  District,  the  Neighbor- 
hood Assistance  Project,  whose  director  is  Reverend  Hagler,  who  is  ^ 
in  this  audience,  has  an  extremely  sophisticated  analysis  to  answer 
your  question  as  to  why  the  Fannies  and  the  Freddies  and  the 
banks  have  been  veering  away  from  low-  and  moderate-income 
neighborhoods,  and  what  solutions  this  Neighborhood  Assistance 
Project  has  already  engaged  in  in  showing  what  can  be  done,  in 
showing  how  it  can  be  done  in  giving  people  affordable  housing. 

So,  you  know,  whenever  you  look  at  a  problem,  it  is  good  to  see 
what  solutions  there  are  around.  And  you  might  want  to  contact 
that  group. 

Mr.  Riley.  And  I  appreciate  that,  Mr.  Nader.  The  only  problem 
that  I  have  with  that  is,  again,  who  is  going  to  determine  which 
model  is  correct? 

Mr.  Nader.  Well,  remember,  there  are  a  lot  of  standards,  and 
the  states  should  do  more  prosecutions  in  this  area.  I  mean,  the  ra- 
pacity of  some  of  these  exploitive  mechanisms  which  have  been  on 
page  one  of  the  Wall  Street  Journal  are  so  extreme. 

There  is  almost  no  comparison  in  the  20th  century.  And  yet  the 
prosecution,  willpower,  and  the  budgets  of  the  states  are  just  not 
up  to  it.  It  is  almost  as  if  it  is  terra  incognito  to  local  prosecutors. 
But  they  have  a  responsibility. 

Mr.  Riley.  But  as  with  most  situations,  you  have  extremes.  And 
the  example  that  you  pointed  out  today  was  an  egregious  attempt. 
And  no  one  has  a  problem  with  that. 

But  somewhere  in  the  middle  range  between  what  is  a  subprime 
loan  and  what  is  a  predatory  loan,  someone  has  to  make  a  deter- 
mination of  where  you  cross  that  line,  and  that  is  my  problem. 

I  do  not  know  who  is  going  to  make  that.  If  the  GSEs  do  not 
make  it,  then  does  HUD  make  that  determination?  Does  this  Com- 
mittee make  that  determination? 

Mr.  Manzullo.  Mr.  Chairman,  I  hate  to  do  this,  but  I  want  to 
make  a  point  of  order  that  we  should  keep  the  questioning  to  five 
minutes.  This  has  gone  on  for  three  hours  now.  We  are  not  even 
on  the  second  panel. 

Chairman  Baker.  The  gentleman's  point  is  well  taken.  As  best 
we  can,  Members  have  been  patient  who  are  still  here. 

Mr.  Riley.  I  thank  the  Chairman. 

Mr.  Baker.  Ms.  Hooley,  you  are  to  be  recognized  next. 

Ms.  Hooley.  Thank  you,  Mr.  Chair.  I  have  a  question  for  several 
of  the  members  of  the  panel. 

Thank  you  very  much  for  being  here.  This  has  been  very  helpful. 

Mr.  Nader,  what  do  you  think  is  the  most  egregious  benefit  that 
the  GSEs  receive? 

How  does  that  negatively  affect  the  consumer  and  home  buyer? 

And  what  would  be  the  benefit  of  eliminating  whatever  benefit 
you  think  is  the  most  egregious? 
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Mr.  Nader.  Well  I  mentioned  them  in  the  testimony.  I  do  not 
want  to  take  the  time  up  just  to  repeat  them.  But  there  are  two 
ways  to  look  at  the  benefits. 

One  is,  what  is  the  quid  pro  quo?  If  the  Government  is  going  to 
in  indirect  and  direct  ways  subsidize  these  corporations,  what  are 
we  getting  in  return?  What  is  the  taxpayer  getting  in  return? 

And  the  second  is  whether  these  subsidies  can  be  reduced  or 
eliminated  and  still,  given  the  fact  that  Fannie  Mae  and  Freddie 
Mac  have  a  lot  of  public  subsidy  built  into  their  net  worth  over  the 
years,  still  hold  them  to  fulfilling  certain  housing  goals,  as  the  wit- 
nesses have  described.  That  is  the  way  I  would  frame  it. 

I  think  now  they  are  so  rich  and  so  powerful  that  they  can  be 
held  to  these  housing  goals  without  basically  having  an  implied 
bailout  potential. 

There  is  a  fellow  named  Stanton  who  wrote  a  book  about  fifteen 
years  ago  on  the  really  risk  levels  of  Fannie  Mae  and  Freddie  Mac, 
and  do  we  want  to  go  through  that  route  again? 

I  mean,  do  they  operate  in  a  way  where  they  say  "Uncle  Sam  will 
bail  us  out?  We  can  have  low  ratios  in  terms  of  our  capital,"  and 
so  forth. 

You  know,  that  is  what  you  have  to  ask  yourself.  I  mean,  are  you 
ready  for  it  if  something  happens?  And  if  that  is  going  to  be  the 
case,  then  you  have  got  to  hold  them  to  a  much  higher  standard 
than  private  corporations  are  held. 

Ms.  HOOLEY.  But  the  question  is,  how  will  the  consumers  benefit 
if  you  eliminate  those  benefits?  I  mean,  that  is  what  I  am  inter- 
ested in  is  how  are  we  going  to  benefit  the  consumers? 

Mr.  Nader.  Apart  from  the  taxpayers,  you  mean?  How  are  you 
going  to  benefit  the  consumers? 

Ms.  HoOLEY.  How  are  we  going  to  benefit  the  consumers? 

Mr.  Nader.  Well  if  you  withhold  the  subsidy,  you  benefit  the  tax- 
payers. The  consumers  relate  to  the  housing  goals  of  HUD  and  how 
that  relates  to  Fannie  Mae.  Those  are  two  different  subjects. 

Although  you  may  have  an  additional  point  to  make? 

Mr.  Taylor.  I  would  not  eliminate.  I  would  use  those  benefits  to 
leverage  greater  commitments  and  involvement  in  low-income  and 
minority  neighborhoods.  That  is  my  position. 

Ms.  HoOLEY.  And  how  would  you  do  that,  Mr.  Taylor? 

Mr.  Taylor.  OK.  I  would  do  it  in  several  ways.  One  way  is  to 
expand  the  amount  of  data  that  is  available  so  we,  the  public,  could 
really  take  a  look  at  what  is  going  on,  as  I  stated  in  my  testimony. 

Ms.  HOOLEY.  OK. 

Mr.  Taylor.  Second,  I  would  make  a  stronger  oversight  body 
that  really  had  some  teeth.  Not  until  Mr.  Cuomo  arrived  did  we 
really,  in  my  opinion — and  I  have  expressed  this  to  the  GSEs,  I  am 
not  the  enemy  of  GSEs — that  it  was  not  until  he  arrived  that  we 
really  finally  saw  what  we  perceived  in  the  community  as — how  do 
I  express  it,  stronger  oversight  or  leadership  from  HUD  indicating 
to  us  that  there  was  a  new  sheriff  in  town  and  HUD  was  paying 
attention  to  these  goals,  and  the  goals  indeed  were  raised. 

To  Fannie's  credit,  they  adhered  to  them,  and  said  "we  will  reach 
those  goals,  we  are  supportive  of  them." 

But,  its  impetus  within  HUD  is  giving  them — I  think  the  idea  of 
tying  benefits  if  you  do  not  perform  is  key.  I  do  not  care  how  many 
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middle-income  loans  they  buy,  obviously  it  is  important  from  a 
profit  standpoint,  and  that  creates  some  ability  there.  I  care  from 
that  standpoint,  but  what  I  care  about  is  if  you  are  going  to  get 
benefits  from  the  American  public  and  from  the  laws  on  the  books 
now,  I  want  to  be  sure  that  the  folks  who  are  benefiting  the  most 
are  the  ones  who  have  been  most  locked  out  and  continue  to  be 
locked  out  of  the  housing  system. 

And  so  leveraging  those  benefits  into  higher  goals,  increased 
data,  keep  them  totally  out  of  the  predatory  market  is  imperative. 
I  still  have  problems,  and  we  do  not  have  the  time  to  get  into  it, 
about  how  much  they  are  going  to  get  into  subprime  market  and 
how  much  Freddie  is  into  it  now  and  how  they  are  enabling  these 
subprimers  to  give  what  Ms.  Waters  was  talking  about,  B  and  C 
quality  paper  to  A  quality  borrowers.  I  mean,  they  should  not  be 
participating  in  that. 

Those  are  the  kinds  of  things  that  ought  to  happen  as  a  result 
of  these  benefits. 

Ms.  HOOLEY.  Well  as  you  look  at  different  kinds  of  regulation  or 
different  kinds  of  control,  I  mean,  one  of  the  suggestions  in  this  bill 
is  now  we  have  one  regulator. 

And  yet  I  look  at  the  dynamic  tension  that  can  happen  between 
two  regulators,  one  very  specifically  for  soundness  and  safety  and 
the  others  very  specifically  for  housing,  and  it  reminds  me  of  FAA 
where  you  had  Federal  Aviation,  you  know,  trying  to  regulate  an 
industry  and  trying  to  promote  an  industry  at  the  same  time, 
which  made  for  a  huge  conflict  of  interest. 

Do  you  see  as  a  governing  board  if  we  do  something  different, 
how  do  you  deal  with  that  conflict  of  interest  of  the  goals  of  a 
board,  of  a  single  board? 

Mr.  Taylor.  Well,  I  do  not  think  safety  and  soundness  is  in  con- 
flict with — whoever  the  Member  was  that  said  earlier,  I  think 
again  it  was  Ms.  Waters.  No  one  is  asking  them  to  open  the  vault 
and  throw  the  money  into  the  street  and  give  these  mortgages 
away  to  people  who  are  not  going  to  pay. 

Ms.  HoOLEY.  I  understand  that. 

Mr.  Taylor.  So,  I  do  not  think  affordable  lending — and  I  think 
there  is  constantly  a  presumption  from  both  sides  of  the  aisle  that 
when  you  loan  to  someone  who  is  working  class  or  poorer  that 
somehow  that  is  a  less-safe  loan,  and  I  do  not  adhere  to  that.  And 
I  think  you  have  heard  testimony  that  that  is  just  not  supported 
by  anything  but  people's  imaginations.  And  so  I  do  not  think  they 
are  in  conflict. 

And  look,  we  have  the  bank  regulatory  agencies.  The  Fed,  the 
OCC,  the  FDIC  and  the  OTS. 

Ms.  HoOLEY.  Right. 

Mr.  Taylor.  They  all  have  not  just  safety  and  soundness,  but 
CRA  oversight  and  several  other  things  that  they  are  supposed  to 
do. 

You  know,  presumably  the  leverage  between  all  those  involve- 
ments in  those  institutions  in  those  various  areas  should  give  each 
individual  responsibility  that  they  have  in  oversight  more  leverage 
with  that  institution. 

So  I  do  not  know.  I  mean,  my  crystal  ball  is  no  clearer  than 
yours.  But  we  definitely  would  like  stronger  oversight.  And  I  thinl? 
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what  I  am  hearing  is  people  agreeing  with  the  notion  of  wanting 
more  done.  How  that  occurs,  what  the  body — we  did  not  agree  with 
a  proposed  body  that  looks  like  the  Federal  Housing  Finance 
Board,  or  the  specific  proposal  in  the  bill — we  did  not  agree  with 
those  models.  But  we  do  agree  with  the  structure  of  a  single 
stronger  agency. 

Mr.  Fauntroy.  May  I  suggest  that  one  of  the  reasons  this  is  the 
first  time  in  ten  years — in  nine  years,  that  I  have  troubled  the 
Committee  with  a  request  to  speak,  is  that  I  believe  that  there  is 
time  now  for  our  making  the  District  of  Columbia  a  laboratory  in 
which  we  work  these  things  out. 

I  recall,  as  I  said,  thirty  years  ago,  when  people  with  good  inten- 
tions put  together  urban  renewal.  And  it  turned  out  to  be  the 
urban  removal  of  low-  and  moderate-income  people  from  valuable 
downtown  land  all  over  the  country. 

Ms.  HOOLEY.  I  have  seen  it  happen  all  over. 

Mr.  Fauntroy.  And  what  we  did  was  to  say  we  will  fashion  an 
instructive  example  in  the  Nation's  Capital  where  it  is  being  most 
acutely  experienced.  And  I  cannot  tell  you,  having  been  born  here 
and  having  grown  up  in  this  city,  the  difference  between  Southwest 
now  and  what  it  was  when  I  was  a  child,  and  to  the  extent  to 
which  those  tools  were  used  to  deny  low-  and  moderate-income  peo- 
ple opportunity  for  affordable  housing. 

We  worked  out  something  here,  and  it  was  a  wonderful  labora- 
tory in  which  Members  of  the  Congress,  the  agencies  looked  at 
what  is  necessary.  We  got  at  that  time  such  simple  things  as  relo- 
cation services  worked  out  because  of  that  kind  of  experiment. 

I  want  to  see  us,  rather  than  debate  and  discuss  the  niceties  of 
the  problems  in  all  of  these  agencies,  to  see  if  we  can  built  on  1992, 
on  your  Act  of  1992,  which  said,  "HUD,  you  get  in  there  and  regu- 
late this  and  put  Fannie  Mae  and  Freddie  Mac  and  the  District 
Government  and  Federal  Government  into  a  laboratory  where  it  is 
most  acutely  reflected  right  now." 

This  is  a  crisis  for  low-  and  moderate-income  people  in  gaining 
access  to  affordable  housing  anywhere  in  this  country. 

So,  I  would  like  to  see  us  do  it  here  first  and  together  work  on 
it.  Then  two  years  from  now,  let  us  have  a  hearing  and  see  how 
it  worked  out  right  here  where  we  can  all  see  it.  That  is  the  burden 
of  my  recommendation  pursuant  to  the  question  that  you  have 
raised  and  which  I  have  placed  in  my  testimony. 

Ms.  HoOLEY.  Thank  you.  Mr.  Chairman. 

Chairman  BAKER.  Thank  you,  Ms.  Hooley. 

Ms.  HoOLEY.  Let  me  just  make  one  suggestion,  and  it  follows 
along  with  Mr.  Kanjorski's.  And  that  is  that  it  would  have  been 
nice — and  I  think  this  panel  has  been  terrific — but  it  would  have 
been  nice  to  have  a  mixed  panel  so  that  you  can  have  that  back- 
and-forth  dialogue  that  I  think  is  important  when  you  discuss  this 
issue. 

Chairman  Baker.  Well,  I  do  not  dispute  your  observation.  I  have 
thought  about  engaging — I  was  involved  with  a  group,  some  Mem- 
bers were,  the  Bank  Study  Group  where  you  do  sit  down  and  have 
people  across  the  table. 

But  I  would  merely  point  out  in  some  small  defense  of  what  we 
have  done  here  today,  this  panel  has  now  gone  on  over  three  hours. 
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No  Member  has  been  constrained.  I  think  we  have  had  excellent 
testimony.  You  may  not  all  agree  with  the  perspectives  here  rep- 
resented, but  I  hardly  think  we  can  question  the  motivation  and 
credentials  of  this  panel. 

As  a  matter  of  fact,  I  do  not  know  if  we  have  been  able  to  resolve 
it  yet,  in  deference  to  the  gentlemen  who  have  been  waiting  for  the 
second  panel,  and  in  fairness  to  them  and  attendance  of  Members, 
we  might  well  try  to  arrange  for  a  subsequent  hearing  next  week 
for  the  second  panel  and  not  continue  on  today. 

Because  I  know  Ms.  Jones  and  perhaps  others  still  have  ques- 
tions. But  there  is  no  rush,  no  intent  to  shield  anybody  out.  I  guar- 
antee you,  before  we  finish  this  process,  everybody  is  going  to  be 
heard. 

[Laughter.] 

Mr.  Baker.  Ms.  Jones. 

Ms.  Jones.  That  is  what  happens  when  you  are  the  least  senior 
Member  on  this  Committee.  But  I  am  diligent  and  I  am  going  to 
hang  in  here. 

Let  me  first  of  all  ask:  Mr.  Nader,  how  many  loans  does  a  GSE 
originate? 

Mr.  Nader.  How  many  loans? 

Ms.  Jones.  Do  they  originate,  yes. 

Mr.  Nader.  None. 

Ms.  Jones.  They  do  not  originate  any  loans  at  all,  and  yet  you 
accuse  them  of  not  giving  loans  to  minority  and  low-income  people? 

Mr.  Nader.  Yes,  but,  I  mean  they  are  the  precondition  for  the 
market  working.  If  you  ask  them,  they  say  that  more  mortgage 
funds  are  liberated  from  the  banks  around  the  corner,  because 
there  is  a  secondary  market  that  they  can  lay  these  mortgages  to. 

Ms.  Jones.  What  year  was  Fannie  Mae  and  Freddie  Mac  cre- 
ated? 

Mr.  Nader.  I  think  it  was  in  1937. 

Ms.- Jones.  OK.  And  predating  Freddie  Mae  or — I  always  get 
them  confused,  Fannie  Mae,  Freddie  Mac — and  to  this  date,  they 
do  not  originate  a  loan,  so  the  policy  of  lending  to  communities  was 
not  set  by  these  two  GSEs,  it  was  set  by  the  banking  industry. 

Is  that  a  fair  statement? 

Mr.  Nader.  Of  course.  Because  they  were  not  existent  at  that 
time. 

Ms.  Jones.  OK.  And  historically,  if  you  follow  through  on  that, 
because  we  deal  with  precedents  in  this  country,  the  rules  and  reg- 
ulations with  regard  to  lending  are  not  the  policies  of  the  GSEs, 
they  are  the  banking  policies.  And  much  of  what  you  want  to  lay 
on  them  originates  with  the  banks  who  have  no  Government  regu- 
lation as  compared  to  the  GSEs  or  no  Government  subsidy,  right? 

Mr.  Nader.  Well,  you  should  hear  our  testimony  on  the  banks. 
This  was  not  a  hearing  on  the  banks.  This  was  a  hearing  on  how 
to  regulate  Freddie  Mac  and  Fannie  Mae.  But  we  have  testified 
about 

Ms.  Jones.  I  am  asking  the  questions.  Just  answer  my  question. 

Mr.  Nader.  Right. 

Ms.  Jones.  The  answer  to  my  question  is? 

[Pause.] 
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I  was  here  for  the  banking  hearing,  but  my  question  is,  in  fact 
loans  are  originated  by  banks  from — the  loans  are  originated  by 
banks  and  so  Freddie  Mac  and  Fannie  Mae  do  not  have  any  control 
over  that  portion  of  it,  correct? 

Mr.  Nader.  Sure  they  do.  They  have  incredible  leverage. 

Ms.  Jones.  OK. 

Mr.  Nader.  In  fact,  they  admit  it. 

Ms.  Jones.  I  see  you  do  not  want  to  answer  that  question.  Let 
me 

Mr.  Nader.  No.  They  admit  it.  They  try  to  say  they  are  going 
to  do  some  good  things  to  reduce  subprime  lending  and  predatory 
lending.  So  obviously  they  admit  they  have  enormous  leverage. 

Mr.  Taylor.  Mrs.  Jones. 

Ms.  Jones.  Mr.  Taylor,  I  have  another  question  for  you,  sir. 

Mr.  Taylor.  Do  you  want  me  to  comment  on  that  one? 

Ms.  Jones.  No.  I  do  not  have  enough  time  for  you  to  do  that. 

Mr.  Taylor.  All  right.  Sorry. 

Ms.  Jones.  OK.  What  I  wanted  to  ask  of  you  is,  and  I  want  to 
follow  back  on  something  that  one  of  my  colleagues,  Mr.  Bentsen, 
talked  about.  You  said  that  you  do  not  want  to  move  to  there  being 
no  Government  subsidy  of  GSEs.  Is  that  correct? 

Mr.  Taylor.  That  is  not  correct. 

Ms.  Jones.  You  want  to  move  where  there  is  no  Government 
subsidies  of  GSEs.  Is  that 

Mr.  Taylor.  No,  I  do  not  want 

Ms.  Jones.  I  said  you  do  not. 

Mr.  Taylor.  Right.  I  do  not.  Sorry. 

Ms.  Jones.  It  is  the  cross-examination  lawyer  in  me  that  kind  of 
gets  witnesses  confused  I  guess,  but  I  do  not  know. 

Mr.  Taylor.  That  is  OK.  I  am  an  attorney,  too. 

Ms.  Jones.  OK. 

Mr.  Taylor.  But,  I  am  for  the  subsidies  as  long  as  it  continues 
to  leverage  increased  purchasing  of  affordable  mortgages  in  under- 
served  communities.  So  I  am  for  it. 

Ms.  Jones.  And  so  in  order  to  do  that,  what  do  you  propose  be 
done? 

Mr.  Taylor.  OK.  I  propose 

Ms.  Jones.  Short  answers. 

Mr.  Taylor.  Sure.  I  propose  stronger  oversight,  increased 

Ms.  Jones.  By? 

Mr.  Taylor.  By  HUD. 

Ms.  Jones.  OK. 

Mr.  Taylor.  Or  a  single  agency. 

Ms.  Jones.  OK. 

Mr.  Taylor.  With  power.  I  propose 

Ms.  Jones.  Power.  What  would  that  power- 


Mr.  Taylor.  Influence,  that  they  can  influence — can  I  give  the 
sort  of  the  things,  then  I  can  go  through  each  one  so  I  can  answer 
your  question  fully  before  you  run  out  of  time? 

Ms.  Jones.  You  have  one  minute. 

Mr.  Taylor.  OK.  So  increased  oversight  authority. 

Absolute  forbearance  from  any  involvement  in  the  predatory 
lending  market. 
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And  then  closer  oversight  of  what  they  are  doing  in  the 
subprime. 

Increased  data  disclosure  so  we  can  see  what  they  are  doing,  the 
folks  that  they  are  buying  from,  what  those  loans  look  like. 

So  those  are  the  major  points  that  we  have  put  forward  here. 

Ms.  Jones.  Now  some  of  what  you  want  to  lay  on  the  GSEs,  for 
example,  allows  them  to  be  competitive,  because  we  do  not  require 
private  industry  to  be  so  open  in  disclosing  some  of  the  things  that 
they  do  in  the  banking  area. 

Is  that  a  fair  statement? 

Mr.  Taylor.  We  are  trying  for  that  as  well,  Ms.  Jones,  in  the 
other  hearings  and  other  testimony  we  have  been  asking  for  in- 
creased disclosure.  That  is  where  we  are  coming  from. 

Ms.  Jones.  I  know  what  you  are  trying  for,  but  the  question  is, 
we  do  not  require  it  currently,  right? 

Mr.  Taylor.  Well 

Ms.  Jones.  And  would  that  not  put  these  GSEs  at  a  disadvan- 
tage in  the  market? 

Mr.  Taylor.  Well,  would  it  put  them  at  a  disadvantage  to  dis- 
close more  of  the  data?  Not  necessarily. 

But,  we  would  argue  that  the  private  industry  is  also  supported 
by  the  American  taxpayer  in  the  form  of  FDIC  insurance,  and  that 
they,  too,  ought  to  be  required  to  do  the  same. 

So,  as  Ralph  said,  this  is  a  GSE  hearing.  If  we  were  here  talking 
about  banks,  we  would  be  saying  the  same  thing,  because  we  want 
real  sunshine  on  what  is  going  on  in  America's  lending  institutions. 

In  this  case,  we  are  talking  about  the  Government-sponsored  en- 
terprises. 

Ms.  Jones.  But,  on  the  one  hand,  you  want  to  argue  that  the 
Government-sponsored  enterprises  operate  independently,  but  on 
the  other  hand,  you  want  to  argue  that  this  is  a  whole  operation 
of  banking  and  Government-sponsored  enterprises  that  allows  af- 
fordable housing  to  proceed. 

Mr.  Taylor.  You  are  like  a  prosecuting  attorney. 

Ms.  Jones.  I  am  a  prosecutor. 

Mr.  Taylor.  No.  I  would  argue  that,  yes  and  yes.  I  think  that 
the  industry  needs  to  be  held  accountable.  But,  because  we  are 
talking  about  the  GSEs  today,  I  am  very  focused  on  the  GSEs. 

Ms.  Jones.  I  am,  too,  but  you  cannot  operate  in  a  vacuum.  The 
discussion  cannot  happen  in  a  vacuum 

Mr.  Taylor.  Here  is  the  answer.  You  are  asking 

Ms.  Jones. Because  we  are  not  allowing — we  are  not  impos- 
ing the  same  restrictions  on  the  banking  institutions.  And  when  we 
talk  about  Mr.  Cunningham,  Mr.  Cunningham,  I  think  this  is  a 
heck  of  an  idea  to  have  social  banking,  but  let's  put  it  on  all  the 
banking  institutions  to  require  of  them  to  do  what  you  are  talking 
about. 

Mr.  Cunningham.  If  I  can  follow  up  on  that  really  quickly,  be- 
cause I  have  been  involved  in  this  debate  ever  since  I  worked  for 
a  guy  named  Andrew  Brimmer,  who  was  the  first  black  Federal 
Reserve  Board  Governor.  Basically,  what  I  would  like  to  see  is  a 
CRA  standard  that  is  applied  across  the  board  to  all  pension  funds, 
insurance  companies,  banks. 

Basically,  the  issue  that  we  are  dealing 
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Ms.  Jones.  And  how  many  people  do  you  think  would  be  at  a 
hearing  where  we  were  going  to  propose  that  in  a  piece  of  legisla- 
tion? 

Mr.  Cunningham.  Well,  I  am  not  sure  that  I  would  want  to  be 
at  a  table  if  we  were  going  to  propose  that. 

[Laughter.] 

Mr.  Cunningham.  And  I  am  not  sure  I  would  want  to  start  my 
car  up  if  I  was  at  a  table  where  you  were  proposing  that  piece  of 
legislation. 

[Laughter.] 

Mr.  Cunningham.  But  basically,  the  way  that  the  financial  mar- 
kets are  going  is  that  form  does  not  really  matter  anymore,  it  is 
function. 

I  mean,  it  does  not  matter  whether  you  are  a  bank  or  a  thrift 
or  a  brokerage  firm  or  an  S&L  or  an  insurance  company.  So  basi- 
cally, we  have  got  to  get — it  is  like  they  said,  you  follow  the  money; 
we  have  got  to  follow  the  money  trail  and  make  sure  that  those 
dollars — ^yes,  ma'am. 

Ms.  Jones.  Mr.  Fauntroy,  finally,  what  would  you  propose  would 
happen  in  this  area  to  make  sure  that  affordable  housing  is  avail- 
able to  communities  throughout  the  United  States? 

Chairman  BAKER.  And  if  you  can  begin  to  summarize,  but  brief- 
ly- 

Ms.  Jones.  That  is  my  last  question. 

Chairman  Baker.  Thank  you. 

Mr.  Fauntroy.  As  I  said,  I  think  this  is  such  a  complex  question 
that  what  we  need  to  do  is  something  that  I  have  been  working 
with  the  Ranking  Member,  Mr.  Kanjorski,  on,  together  with  some 
people  at  HUD  and  people  in  our  faith-based  community  who  are 
faced  with  severe  consequences  of  the  lack  of  focus  by  the  GSEs, 
by  the  HUD  itself  on  addressing  this  problem  in  the  District  of  Co- 
lumbia. 

And  if  you  will  think  of  nothing  more  from  my  contribution  to 
this,  it  is  that  you  ought  to  look  very  carefully  at  a  demonstration, 
a  national  demonstration  project  we  want  to  implement  right  here 
in  the  District  of  Columbia,  which  is  now  on  the  desk  of  the  Sec- 
retary and  that  has  had  the  benefit  of  consultation  not  only  with 
Fannie  Mae  and  Freddie  Mac,  but  the  Federal  Home  Loan  Bank 
Board  and  with  Bank  of  America  and  others  in  the  commercial 
banking  areas  in  this  area  who  recognize  the  time  to  talk  about 
this  is  really  beyond  this.  We  have  got  to  really  do  something  about 
it  soon  in  the  District  of  Columbia  in  particular,  but  certainly 
among  those  5.4  million  families  that  are  being  left  out  that  the  re- 
port suggests  is  bringing  this  to  crisis  levels  in  the  Nation. 

Ms.  Jones.  Mr.  Chairman,  I  would  like  to  associate  myself  with 
the  comments  of  my  colleague,  Mr.  Kanjorski,  and  encourage  us  to 
have  an  opportunity  to  have  all  of  the  interested  parties  at  a  table 
to  have  this  discussion. 

Because  really  all  we  do  in  having  a  group  of  GSEs  here  one  day 
and  this  group  here  another  day  is  go  back  and  forth  and  actually 
waste  our  time  when  we  could  really  get  somewhere  if  we  were  all 
at  the  table  and  used  the  power  of  the  Congress  to  push  this  along. 
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Mr.  Nader.  I  would  be  delighted  to  do  that.  We  have  always 
wanted  to  do  that  with  Fannie  Mae  and  Freddie  Mac. 

Chairman  Baker.  I  appreciate  your  recommendation. 

I  would  just  add  in  small  response,  I  hopefully  think  some  of  the 
Members  think  these  three  hearings  we  have  had  to  date  have 
been  somewhat  educational  and  productive. 

At  least  we  ought  to  do  our  homework  before  we  start  taking  the 
examination.  And  I  think  these  hearings  are  the  background  for 
Members  to  become  comfortable  with  the  issues  no  matter  what 
your  perspective. 

Certainly  I  have  suggested  a  bank  study  group  forum  might  be 
appropriate.  But  I  will  tell  you  that  the  room  is  going  to  have  to 
be  awfully  big,  and  it  is  going  to  look  a  lot  like  a  town  meeting  as 
opposed  to  a  productive  work  session. 

But  I  am  not  averse  to  any  approach  if  it  winds  up  with  con- 
sumers being  better  served  and  taxpayers'  risks  being  protected. 
Sign  me  up. 

Mrs.  Maloney. 

Mrs.  Maloney.  Mr.  Chairman,  I  had  to  go  to  another  meeting. 
I  hope  I  am  not  going  to  repeat  questions  that  were  asked  earlier, 
but  I  was  struck  by  the  conversation  earlier  on  the  statistics  alleg- 
edly that  Fannie  and  Freddie's  loans  are  not  going  to  minority  low- 
income  communities,  because  certainly  one  of  the  intents  was  to  in- 
crease home  ownership,  which  they  have  been  very  successful  at. 
We  are  at  an  astonishing  70  percent  of  home  ownership.  But  cer- 
tainly to  target  people  who  truly  need  it. 

And  I  think  one  of  the  problems  that  was  pointed  out  was  that 
we  are  not  tracking  the  data  appropriately;  that  there's  two  dif- 
ferent— do  any  of  you  have  any  ideas  of  how  we  could  track  the 
data  better  so  it  is  clearer? 

Do  you  have  any  ideas  on  that  so  that  we  could  really  know  what 
is  going  on? 

Mr.  Skillern.  Part  of  the  discrepancy  between  the  GSEs  and  ad- 
vocates in  HUD  has  been  the  availability  of  data.  The  GSEs  have 
their  own  set  of  what  they  are  purchasing. 

Advocates  can  only  use  the  Home  Mortgage  Disclosure  Act  data. 
And  we  know  that  the  HMDA  data  does  not  report  all  of  the  loans. 
We  did  a  study  that  showed  26  percent  of  loans  were  not  being  re- 
ported underneath  HMDA. 

Therefore  the  GSE  says,  see,  we  bought  loans  that  were  not  re- 
ported underneath  HMDA.  Our  numbers  are  higher.  And  what  we 
have  argued  is  that,  well,  proportionately,  the  HMDA  numbers  are 
too  low,  too.  There  this  portionality. 

So  we  really  need  fuller  disclosure  and  better  sharing  around  the 
GSE  data  so  we  can  do  these  better  analyses.  And  I  think  Ms.  Wa- 
ters has  a  very  good  point  also  about  trying  to  determine  what  is 
it  that  we  are  measuring  as  well:  Prime,  FHA,  subprime,  and 
where  that  gradation  along  that  spectrum  happens. 

Mrs.  Maloney.  Well  I  think  that  we  should  really  come  out  with 
some  guidelines  so  that  we  can  get  better  data  so  that  we  know 
what  is  going  on,  but  one  of  the  things  that  came  out  at  one  of  the 
earlier  hearings  that  Mr.  Baker  had  was  the  statement  I  believe 
by  one  of  the  GSE  representatives  that  they  are  somewhat  limited, 
because  they  can  only  purchase  loans  that  the  banks  will  sell  them. 
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So  if  the  banks  are  not — they  do  not  give  loans  themselves.  So 
if  the  banks  are  only  selling  certain  types  of  loans,  then  they  are 
limited  in  what  they  can  purchase. 

Would  anyone  like  to  comment  on  that? 

Mr.  Skillern.  There  is  a  correlation  between  the  origination  and 
what  the  GSEs  are  able  to  buy.  Fair  housing  advocates  argue  that 
there  is  discrimination  in  steering  right  up  front  in  the  application 
process. 

CRA  advocates  are  concerned  about  location  of  branches  and 
whether  they  are  accessible  to  low-income  people. 

On  the  other  hand,  there  is  a  correlation  about  what  the  under- 
writing standards  are  that  banks  are  able  to  meet  to  be  able  to  sell 
those  loans  to  Freddie  and  Fannie. 

If  those  underwriting  criteria  are  prohibitive  to  making  loans, 
then  you  are  right.  They  cannot  make  the  loans.  So  there  is  an 
interaction  between  the  two  both  on  the  origination  and  then  on 
the  selling  as  far  as  its  impact  on  low-income 

Mrs.  Maloney.  So  we  need  to  look  at  what  the  program  is  or  the 
criteria  of  what  they  will  buy  is  what  you  are  sajdng? 

Mr.  Skillern.  That  is  correct. 

Mrs.  Maloney.  OK. 

Mr.  Nader — pardon  me? 

Mr.  Skillern.  I  am  sorry.  We  can  expand  that  market  of  what 
Fannie  and  Freddie  would  be  willing  to  buy  with  different  under- 
writing and  risk  taking  assumptions. 

Mrs.  Maloney.  OK. 

And  Mr.  Nader,  you  cited  census  tract  statistics  on  GSE  mort- 
gage purchases  comparing  minority  and  nonminority  areas. 

Aren't  two  reasons  that  the  GSEs'  purchases  are  lower  is  that 
these  tracts,  that  many  of  these  tracts  are  in  areas  where  there  are 
a  high  number  of  VA  and  FHA  loans,  and  therefore  they  are  where 
the  loans  are  coming  from? 

And  then  also  the  fact  that  they  apparently  are  limited  by  what 
the  banks  will  sell  of  their  loans.  But  the  gentleman,  Mr.  Stillern, 
was  stating  that  they  package  the  program  of  what  the  loan's  cri- 
teria are. 

So  could  you  comment  on  your  reaction  to  those  two  areas  that 
may  have  an  impact  on  it? 

Mr.  Nader.  Well  the  proper  comparisons  take  those  variables 
into  account.  And  I  can  just  refer  you  to  the  source  of  that  data, 
who  is  Jonathan  Brown,  for  elaboration. 

Mrs.  Maloney.  OK.  And  earlier  also  you  referred  to  corporate 
welfare  when  you  described  the  Government  guarantee,  the  tax  ad- 
vantages, and  a  line  of  credit  with  the  Treasury. 

But  banks  also,  those  that  are  federally-chartered,  have  a  guar- 
antee of  their  deposits  by  the  full  faith  and  credit  of  the  U.S.  Gov- 
ernment, and  they  have  access  to  billions  of  dollars  in  the  Federal 
Reserve's  pajonent  system. 

Would  you  classify  the  benefits  that  we  are  giving  to  banks  like- 
wise as  corporate  welfare? 

Mr.  Nader.  Yes.  And  you  could  have  gone  on  with  other  exam- 
ples. Yes.  There  is  equal  opportunity  corporate  welfare  for  these 
corporations  from  top  to  bottom. 
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The  banks  have  had  a  very  privileged  position  historically.  And 
not  only  that,  there  is  an  implied  assurance  by  the  U.S.  Govern- 
ment that  if  banks  are  big  enough,  they  are  going  to  be  too  big  to 
be  allowed  to  fail. 

Mrs.  Maloney.  I  think  that  that  is  true  of  the  GSEs  too. 

Mr.  Nader.  Oh  yes. 

Mrs.  Maloney.  They  are  much  bigger  than  banks,  most  of  them. 

Mr.  Nader.  Yes.  Yes.  No  doubt. 

Mrs.  Maloney.  And  I  also  would  like  to  get  back  to  the  com- 
ments on  predatory  lending,  which  is  probably  one  of  the  most  im- 
portant issues  that  is  before  this  whole  Banking  Committee. 

This  increase  in  housing  costs  that  we  know  that  one  of  cited 
earlier  that  is  really  growing  quite  dramatically,  will  that  not  have 
an  impact  on  the  GSEs'  announced  predatory  lending  guidelines? 
The  fact  that  housing  is  becoming  more  and  more  expensive? 

Anybody? 

Mr.  Skjllern.  I  am  afraid  I  do  not  make  the  exact  connection 
between  housing  cost  and  the  impact  on  the  guidelines.  Could  you 
clarify  that? 

Mrs.  Maloney.  Well  just  it  is  just  going  to  be  harder  and  harder 
and  harder  to  really  get  loans  out  to  these  communities  to  buy 
their  own  homes. 

Mr.  Skillern.  I  think  that  higher  costs  in  the  markets  do  affect 
demand,  just  like  interest  rates  go  up  or  the  price  goes  up.  Fewer 
people  can  afford  to  buy  them. 

The  interaction  with  the  GSEs,  going  back  to  Mr.  Riley's  com- 
ments earlier,  the  loan  that  I  gave  actually  is  not  against  the  law, 
and  it  actually  fits  within  the  guidelines  that  the  institutions  have 
announced. 

And  so  while  he  is  concerned  about  the  egregiousness  of  it,  my 
point  is  is  that  we  have  to  better  define  subprime  lending  as  a  use- 
ful tool,  a  tool  that  enables  people  to  buy  these  higher  cost  loans 
that  does  not  take  wealth  away  from  them. 

I  think  there  is  an  important  role  for  the  GSEs  to  play  in  the 
subprime  market  to  expand  home  ownership  opportunities  through 
it,  but  the  guidelines  have  got  to  be  tighter  and  stronger  before  I 
am  supportive  of  them  actually  doing  it. 

Chairman  Baker.  Mrs.  Maloney,  if  you  can  wrap  up. 

Mrs.  Maloney.  Just  finally,  one  last  question.  I  will  be  very, 
very,  very  brief. 

One  thing  about  Fannie  and  Freddie  that  no  one  disputes  is  that 
they  have  been  successful.  They  are  tremendously  successful. 

One  of  the  statements  by  Bruce  Morrison  from  the  Home  Loan 
Bank  at  one  of  hearings  earlier,  he  stated  that  people  are  coming 
from  all  these  foreign  countries  to  study  what  we  are  doing  with 
the  secondary  mortgage  market,  because  it  has  been  so  tremen- 
dously successful  in  providing  home  ownership. 

But  many  of  you  have  raised  a  point  that  some  of  the  statistics 
are  disputed;  that  it  is  not  being  directed  to  low  and  minority  com- 
munities. 

What  if  the  guidelines  or  the  programming  which  dictates  wheth- 
er or  not  they  will  buy  the  secondary  mortgages  were  rewritten  to 
direct  it  more  to  low-income  families  who  are  in  tremendous  need? 
What  is  your  response  to  that? 
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Mr.  Taylor.  I  think  that  is  a  good  idea.  Mrs.  Maloney,  I  cannot 
speak  for  every  paneHst,  but  speaking  for  the  National  Community 
Reinvestment  Coahtion,  we  do  think  the  GSEs  have  done  a  better 
job. 

Part  of  it  has  been  a  booming  economy,  and  part  of  it  has  been 
increased  oversight  by  HUD,  increased  changes  in  laws  from  this 
Congress  that  have  made  a  difference  in  inspiring  them  to  do  more. 

But,  the  fact  of  the  matter  is,  I  am  trying  to  avoid  getting  caught 
up  in  this  FM  Watch  versus  GSE  problem. 

I  mean  each  side  wants  you  to  take  a  side.  I  am  trying  to  be  fair- 
ly pure  in  where  we  are  coming  from.  But  I  work  with  a  lot  of 
banks  who  are  not  necessarily  involved  with  FM  Watch.  When  I 
say  I  work  with  them,  I  represent  a  trade  association  of  community 
groups. 

But,  this  is  about  trying  to  partner  and  collaborate  and  do  things 
in  underserved  neighborhoods.  And  toward  that  extent,  you  try  to 
work  with  lending  institutions  and  try  to  get  them  to  understand 
why  this  is  a  viable  market  and  how  to  get  into  that  market. 

And  if  you  were  to  listen  to  a  lot  of  them,  they  will  tell  you  in 
private  that  what  Fannie  and  Freddie  say  in  terms  of  their  willing- 
ness to  buy  product  is  not  exactly  what  the  experience  is  with  the 
lending  institutions. 

So,  we  go  to  Fannie  and  Freddie  and  say,  "Hey,  these  lending  in- 
stitutions— we  are  not  going  to  tell  you  their  names — but  they  are 
telling  us  you  will  not  buy  this  stuff." 

And  so  finally,  calling  the  bluff  of  both  sides,  we  went  to  these 
financial  institutions  and  we  said,  "Give  us  what  is  on  your  shelf, 
your  portfolio  of  loans."  And  they  were  some  of  the  largest  financial 
institutions  in  this  country. 

We  said,  "Give  us  your  portfolio  of  loans  that  Fannie  and  Freddie 
would  not  buy  from  you.  We  want  to  take  those,  and  we  are  going 
to  bring  them  to  TransUnion  and  we  are  going  to  have  them  credit 
scored.  And  then  we  are  going  to  go  to  Fannie  and  Freddie  with 
that  information." 

And  you  know  what  they  gave  us?  They  gave  us  the  tapes  for  $4 
billion  worth  of  mortgages  that  were  primarily  low-income,  CRA 
loans  sitting  on  the  shelves  of  banks  that  Fannie  and  Freddie  did 
not  buy. 

And  we  went  to  Fannie  and  Freddie  and  said,  "Why  aren't  you 
buying  these?"  They  turned  around  and  they  started  buying  them, 
which  was  good. 

But,  it  was  that  incentive  and  encouragement  that  pushes  them 
to  do  more.  And  why  I  am  here,  that  is  all  I  am  here  for,  is  to 
strengthen 

Chairman  Baker.  Mrs.  Maloney. 

Mr.  Taylor.  I  am  sorry. 

Chairman  BAKER.  I  was  just  going  to  suggest,  I  know  Mr.  Kan- 
jorski  has  additional  follow-up  questions.  Can  we  move  on? 

Mr.  Kanjorski. 

Mr.  Kanjorski.  I  did  not  want  to  cut  into  Mrs.  Maloney's  time, 
but  I  wanted  to  make  an  observation. 

This  panel  is  in  full  agreement  with  the  Majority  side  of  this 
Committee  that  CRA  should  be  extended  to  all  financial  institu- 
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tions,  the  GSEs,  the  insurance  companies,  the  pension  funds,  and 
so  forth.  Is  that  correct? 

Mr.  Taylor.  Absolutely. 

Mr.  Kanjorski.  So  that  is  a  remarkable  occurrence. 

[Laughter.] 

Mr.  Kanjorski.  Look,  some  of  us  have  been  critical  of  CRA,  but 
not  because  we  are  against  the  principle  or  the  objective  of  it.  In 
many  instances  it  turns  out  to  be  dressing  and  nothing  more  than 
that. 

This  subcommittee  cannot  reach  into  that  and  neither  can  the 
Executive  Branch  without  getting  so  fundamentally  involved  in  pri- 
vate sector  operations  that  we  would  freeze  the  marketplace. 

I  know  the  Chairman  wants  to  come  up  with  some  constructive 
mechanism  to  help  the  process.  I  hope  that  is  what  it  is.  And  cer- 
tainly I  favor  that,  too. 

I  somewhat  castigated  the  panel  in  some  of  my  earlier  state- 
ments, because  I  think  we  are  addressing  a  very  small  segment  of 
a  problem  here,  and  not  recognizing  the  total  problem  in  the  coun- 
try. Sometimes  it  puts  some  of  you  that  have  been  supported  by 
some  of  us  in  what  appears  to  be  contrary  positions. 

All  I  want  to  do  is  make  sure  the  record  is  correct.  I  would  like 
the  panel  to  be  more  cooperative,  if  you  will,  in  approaching  that 
broader  spectrum  Mr.  Nader  talked  about. 

We  are  going  to  go  all  around  here,  and  people  are  going  to  be 
taking  bows  in  an  election  year,  and  I  know  this  is  not  done  for 
political  purposes. 

Chairman  Baker.  That  is  a  sure  bet. 

Mr.  Kanjorski.  But  we  are  really  not  going  to  get  an  opportunity 
to  get  direction  from  the  American  electorate  to  change  national 
policy. 

If  we  just  concentrate  on  the  failures  of  some  of  the  existing  in- 
stitutions, already  created  by  Government  in  a  very  big  way,  to  ac- 
complish and  fill  vacuums  that  for  years  existed  in  this  country 
and  continue  to  exist,  we  are  going  to  be  at  cross  purposes  for  good 
public  policy. 

It  seems  to  me  that  I  understand  when  one  is  asked  to  testify 
on  a  particular  piece  of  legislation  that  one  comes  forward  with 
that  type  of  myopic  view,  but  it  sometimes  sends  a  signal  to  the 
American  people  that  we  contend  that  if  we  just  pass  this  one  bill, 
we  have  solved  all  the  problems. 

Quite  frankly,  I  tell  you,  I  do  not  think  this  goes  anywhere  near 
doing  that  in  your  housing  market  or  in  the  general  opportunity 
field  of  the  economy. 

I  hope  that  in  the  future  Members  of  this  panel  will  participate 
and  that  the  Chairman  will  consider  the  opportunity.  You  know, 
maybe  I  will  make  an  offer  that  we  will  try  and  see  if  the  Minority 
side  of  the  House  has  sufficient  resources  to  rent  a  large  facility, 
maybe  the  Kennedy  Center,  to  put  everyone  concerned  in  there  and 
have  a  discussion.  Maybe  we  should  lock  us  all  in  the  room  for 
eight  or  ten  hours,  and  rather  than  posturing  in  some  instances — 
particularly  on  this  side  of  the  bar — to  really  get  at  it  and  go  at 
it  and  get  some  of  the  answers. 
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I  am  sure  if  we  do  that  in  a  roundtable  cross  X  debate,  we  will 
not  have  people  asserting  that  one  study  says  this  when  the  other 
side  says  it  did  not. 

Let  them  go  at  it  and  see  the  defects  in  the  study  or  at  least  for 
our  benefit  to  understand  exactly  what  you  referred  to,  Mr.  Nader. 
Let  us  get  to  the  real  facts. 

If  we  do  not  get  the  facts  understood,  if  we  do  not  get  the  suffi- 
cient data  that  my  colleagues  to  my  right  have  talked  about,  then 
we  are  going  to  be  on  this  and  give  a  false  impression  to  the  Amer- 
ican people  of  how  we  solve  this  problem.  We  are  going  to  end  up 
getting  the  wrong  directions  from  the  electorate  this  November 
that  will  set  the  policies  for  the  Executive  Branch  and  for  this  Con- 
gress for  years  to  come,  policies  to  solve  not  only  the  housing  prob- 
lem, but  some  of  the  broader  economic  questions  in  our  society. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  Baker.  Yes,  sir,  Mr.  Kanjorski. 

I  want  to  make  an  announcement  first  before  I  make  a  con- 
cluding remark,  and  I  am  acknowledging  I  am  going  to  make  a  few 
remarks,  so  I  do  not  know  if  you  want  to  hang  around  or  not. 

First  I  want  to  express  my  appreciation  to  the  members  of  this 
panel  for  your  extreme  courtesy  and  tolerance  in  staying  for  such 
a  lengthy  set  of  questions.  But  I  think  it  is  evident  that  Members 
of  both  sides,  all  perspectives,  have  legitimate  interest  in  hearing 
your  views,  and  for  that  I  am  appreciative. 

To  the  members  of  the  second  panel,  Mr.  Schatz  from  the  Citi- 
zens Against  (government  Waste,  Mr.  Sepp  of  the  National  Tax- 
payers Union,  Mr.  Smith  from  the  Competitive  Enterprise  Insti- 
tute, I  am  understanding  my  staff  has  made  contact  with  you  with 
regard  to  the  continuance  of  the  hearing  today,  given  the  length  of 
it  and  the  fact  that  we  want  to  make  sure  your  testimony  is  heard 
by  as  many  Members  of  Committee  as  possible,  I  have  suggested 
in  consultation  with  Mr.  Kanjorski  that  we  will  simply  recess  this 
hearing  until  next  Wednesday  at  10:00  a.m.  at  which  time  rep- 
resentatives from  each  of  those  three  agencies  would  be  given  the 
opportunity  to  spend  the  entire  day  with  us  as  we  have  with  this 
panel. 

I  think  it  is  best  for  the  Members  of  the  subcommittee,  in  light 
of  the  fact  we  do  expect  to  be  interrupted  by  votes  in  the  near  term, 
it  would  probably  mean  that  your  testimony  would  receive  full  at- 
tention. And  so  I  appreciate  your  courtesy  in  allowing  us  to  do  that. 

Ms.  Waters.  Mr.  Chairman.    ^ 

Chairman  BAKER.  Yes,  Ms.  Waters. 

Ms.  Waters.  Unanimous  consent  to  enter  into  the  record  Con- 
gressman Fauntro3^s  testimony. 

Chairman  Baker.  Without  objection,  certainly. 

Ms.  Waters.  Thank  you. 

Mrs.  Jones.  Mr.  Chairman. 

Chairman  Baker.  Yes. 

Mrs.  Jones.  Before  you  make  your  closing  comments,  can  I  re- 
quest of  Mr.  Skillern,  Mr.  Cunningham,  Mr.  Taylor.  You  have  sug- 
gested in  this  record  that  you  have  information  or,  what  is  the 
word  I  want,  policies  that  you  would  think  would  be  appropriate 
for  banking  institutions  and  GSEs  to  use  in  determining  whether 
a  loan  should  be  made  or  not.  I  would  like  to  have  you  send  that 
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information.  Maybe  other  Members  of  the  subcommittee  would  Uke 
it  as  well,  but  I  personally  would  like  it,  and  I  would  invite  you 
to  stop  by  my  office  and  talk  to  me  sometime.  I  am  really  a  nice 
woman,  OK? 
Thank  you  very  much.  Mr.  Nader,  I  am  sorry,  you,  too. 

[Laughter.] 

Chairman  Baker.  I  would  simply  say  in  conclusion,  the  purpose 
of  this  hearing  was  an  attempt  to  get  consumer  advocates,  those 
involved  in  community  redevelopment,  to  give  us  their  perspectives 
with  regard  to  the  provisions  of  H.R.  3703  and  any  other  sugges- 
tions you  might  think  appropriate  for  this  Committee  to  consider. 

As  I  have  said  repeatedly  and  often,  both  Fannie  Mae  and 
Freddie  Mac  are  well  managed.  They  are  well  capitalized.  There  is 
no  doubt  they  are  highly  profitable. 

This  hearing  and  series  of  hearings  is  not  about  criticism  of  any 
existing  management  decision  nor  any  officer  of  either  of  those  en- 
terprises, but  to  recognize  that  we  as  Members  of  Congress  do  have 
an  obligation  to  ensure  that  in  the  unwarranted,  hope-never-to- 
occur  event  when  they  face  financial  difficulty  that  we  have  taken 
all  appropriate  action  to  protect  taxpayers  from  unwarranted  loss. 
That  was  a  goal. 

Second,  in  the  course  of  these  hearings,  I  think  it  has  been  clear- 
ly established,  for  me  at  least,  that  the  enterprises  could  do  an  ex- 
ceptionally better  job  of  providing  resources  to  consumers  for  which 
they  were  chartered  and  directed  to  serve. 

I  do  not  think  there  is  any  dispute  that  they  have  done  a  reason- 
ably good  job,  but  they  certainly  can  do  better. 

I  have  come  to  the  conclusion  that  those  two  goals  are  not  mutu- 
ally exclusive.  We  can  have  safe  and  well-run  enterprises,  properly 
regulated,  that  meet  the  mission  statement  as  required  by  their 
charter. 

And  to  the  end  that  we  can  accomplish  that  goal  by  additional 
discussions  and  hearings,  as  long  as  I  am  able,  I  intend  to  proceed 
on  that  course. 

I  will  suggest,  Mr.  Kanjorski,  that  if  we  have  the  study  group 
and  we  rent  the  Kennedy  Center,  that  probably  would  be  required 
just  to  get  the  lobbyists  in  from  the  two  GSEs  much  less  Fannie 
Watch. 

[Laughter.] 

Chairman  Baker.  There  is  extraordinary  interest  in  this.  And  I 
fully  intend  to  be  cooperative  and  facilitate  that  meeting  in  any 
way  we  can,  but  I  would  suggest  that  we  not,  have  a  meeting.  That 
if  we  are  going  to  do  it,  just  like  we  are  doing  the  hearings,  we 
could  complement  our  hearings  and  have  a  series  of  them. 

And  if  Members  evidence  their  interest  in  participating,  I  am  cer- 
tainly not  going  to  avoid  that.  I  would  welcome  it.  Because  I  am 
of  the  opinion,  the  more  you  learn,  the  more  you  are  going  to  find 
that  H.R.  3703  is  not  off  the  range  of  responsible  conduct  for  the 
Congress  to  consider. 

Ms.  Waters.  Will  the  gentleman  yield? 

Chairman  Baker.  Certainly. 
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Ms.  Waters.  Mr.  Baker,  I  do  not  mind  how  ever  you  approach 
this,  but  we  need  good,  soHd  information.  It  is  very  difficult  for  me 
to  talk  about  the  benefits  of  the  GSEs  and  the  subsidies  without 
talking  about  the  benefits  and  the  subsidies  that  the  banks  receive 
and  to  measure  them  and  to  look  at  them. 

I  mean,  we  are  sitting  here,  you  know,  guaranteeing  that  we  will 
bail  out  the  banks.  We  do  not  guarantee  any  bailout  for  the  GSEs. 

Chairman  Baker.  Oh,  I  think  we  do. 

Ms.  Waters.  It  is  implied.  And  if  people  think  that,  that  is  one 
thing.  But  we  guarantee  that  we  are  going  to  protect  the  banks, 
and  we  have  these  mortgage  companies  that  run  amok,  who  are 
not  regulated,  who  in  fact  make  the  most  unconscionable  often- 
times loans  with  interest  rates  that  I  mean  are  just  unimaginable. 

So  if  we  are  going  to  do  some  comparisons  and  some  measure- 
ment, let  us  have  all  of  the  information  before  us. 

Chairman  Baker.  I  absolutely  agree,  and  I  am  willing  to  do  that 
in  any  forum  that  is  productive. 

All  I  am  suggesting  is  that  for  the  conduct  of  the  hearings,  we 
are  pretty  much  constrained,  as  are  all  other  committees  of  the 
Congress  on  any  subject,  to  follow  this  format. 

But  in  addition  thereto,  I  think  it  would  be  helpful  to  have  back- 
ground available  information  from  whoever  chooses  to  participate. 
I  welcome  Mr.  Kanjorski's  suggested  list  of  participants.  And  then 
we  are  going  to  have  to  figure  out  how  we  stitch  it  together  and 
over  what  period  of  time  we  do  this. 

But  ultimately,  I  am  convinced  more  than  ever  after  listening  to 
this  morning's  panel  that  there  is  sufficient  justification  to  take 
modest  steps. 

Ms.  Waters.  Will  the  gentlemen  yield  one  more  time? 

Chairman  Baker.  No,  I  do  not  think  this  is — just  one  moment. 
I  do  not  think  this  is  the  cure  for  cancer.  I  do  not  think  every  per- 
son who  desires  home  ownership  will  get  it  tomorrow  morning  if 
we  were  to  pass  the  bill,  but  I  modestly  say,  I  think  it  moves  us 
in  that  direction.  And  failure  to  act  I  think  would  not  be  appro- 
priate. 

Ms.  Waters. 

Ms.  Waters.  And  again,  Mr.  Chairman,  in  considering  every- 
thing that  needs  to  be  considered  to  make  sure  that  we  are  doing 
everything  we  can  for  our  consumers  and  our  would-be  home- 
owners, if  this  panel  has  that  much  validity  and  you  appreciate 
them  so  much,  then  let's  expand  the  role  of  CRA  so  that  they  can 
indeed  do  the  kind  of  monitoring  that  is  so  very  necessary  to  make 
sure  that  both  GSEs  and  the  banks  and  the  mortgage  companies 
and  everybody  are  working  better. 

And  I  am  going  to  tell  you  something.  You  said  something  earlier 
about  I  would  be  surprised  that  you  would  be  willing  to  modify. 
You  would  be  surprised.  I  would  be  willing  to  modify  mine,  too,  if 
you  join  with  me  in  support  of  CRA. 

Chairman  Baker.  Well,  I  think  if  we  could  get  the  GSEs  up  to 
what  the  banks  do,  we  might  have  a  deal. 

Mr.  Taylor.  Mr.  Chairman,  just  a  point  of  infoiTnation. 

Chairman  Baker.  Yes. 

Mr.  Taylor.  There  is  a  bill,  the  CRA  Modernization  bill,  that  has 
been  signed  onto  by  25  Members  of  Congress.  Your  name  on  that 
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bill    would   go    a    long   way    toward    I    think   what   Ms.    Waters 
would 

~~  -[Laughter.] 

Chairman  Baker.  I  am  of  the  opinion  that  my  name  on  anything 
goes  a  long  way  in  the  current  environment. 
Mr.  Taylor.  It  does,  sir. 

[Laughter.] 

Chairman  Baker.  I  will  be  happy  to  consider  all  approaches.  As 
I  have  said  to  those  who  are  concerned  about  safety  and  soundness, 
H.R.  3703  is  not  constructed  permanently. 

At  least  I  have  made  a  suggestion.  Now  you  might  not  like  it, 
but  what  I  would  like  to  hear  are  some  suggestions  in  writing 
about  how  we  make  it  better. 

We  can  work  together.  Our  goals  are  not  mutually  exclusive. 
There  are  benefits  to  both  sides  of  the  ledger  if  we  do  it  right.  But 
it  is  important  that  we  do  it. 

If  there  are  no  further  comments,  I  thank  all  of  you  for  your  tol- 
erance. The  meeting  is  recessed  until  Wednesday,  10:00  a.m.,  June 
21st. 

[Whereupon,  at  1:40  p.m.,  Thursday,  June  15,  2000,  the  hearing 
was  recessed,  to  reconvene  at  10:00  a.m.,  Wednesday,  June  21, 
2000.] 
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WEDNESDAY,  JUNE  21,  2000 

U.S.  House  of  Representatives, 
Subcommittee  on  Capital  Markets,  Securities 
AND  Government  Sponsored  Enterprises, 
Committee  on  Banking  and  Financial  Services, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  10:00  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Richard  H.  Baker, 
[chairman  of  the  subcommittee],  presiding. 

Present:  Chairman  Baker;  Representatives  Lucas,  Manzullo, 
Ryan,  Terry,  Toomey,  Roukema,  Royce,  Kanjorski,  Bentsen, 
Waters,  C.  Maloney  of  New  York,  and  Jones. 

Chairman  BAKER.  Good  morning.  I  wish  to  reconvene  the  hearing 
of  the  Capital  Markets  Subcommittee.  For  those  not  attending  last 
week's  hearing,  it  went  on  at  length  and  we  determined  to  recess 
the  hearing  so  that  the  participants  of  that  second  panel  could  be 
given  full  attention  with  the  hearing  today. 

Additionally,  at  the  last  hearing  there  was  a  request  that  former 
Member  Congressman  Walter  Fauntroy  be  given  an  opportunity  to 
be  heard.  We  are  glad  that  he  was  able  to  work  out  to  participate 
in  our  second  panel  this  morning. 

We  have  also,  on  that  second  panel,  extended  opportunities  to 
Reverend  Graylan  S.  Hagler  and  Mr.  Bruce  Marks,  who  is  CEO  of 
Neighborhood  Assistance  Corporation.  These  are  additions  to  our 
originally-posted  agenda  for  the  morning. 

At  this  time  I  would  like  to  recognize  our  first  witness,  who  is 
speaking  here  today  in  his  capacity  as  a  representative  of  the  Citi- 
zens Against  Government  Waste,  Mr.  Tom  Schatz.  Welcome,  Mr. 
Schatz. 

STATEMENT  OF  THOMAS  A.  SCHATZ,  PRESIDENT,  CITIZENS 
AGAINST  GOVERNMENT  WASTE 

Mr.  Schatz.  Thank  you  very  much,  Mr.  Chairman.  Thank  you 
also  very  much  for  convening  this  important  series  of  public  hear- 
ings on  the  Government-sponsored  enterprises,  and  for  taking  such 
an  even  hand  in  allowing  each  side  to  be  heard. 

I  am  Tom  Schatz,  President  of  Citizens  Against  Government 
Waste,  a  nonpartisan,  nonprofit  organization,  with  more  than  one 
million  members  and  supporters  nationwide  who  are  dedicated  to 
eliminating  waste,  fraud  and  abuse  in  Government. 

CAGW  is  part  of  the  Homeowners  Education  Coalition,  or 
HomeEC,  which  is  comprised  of  taxpayer  groups,  including  those 
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represented  here  today.  This  newly  formed  group  is  raising  ques- 
tions with  our  members  and  the  media,  Congress  and  the  public 
about  the  Nation's  GSEs  and  how  their  activities  impact  taxpayers. 

Based  on  the  reports  just  this  past  Monday  about  Freddie  Mac's 
agreement  with  the  risk  capital  standards  being  proposed  by  the 
Office  of  Federal  Housing  Enterprise  Oversight  and  the  possible 
plans  to  split  the  company  into  two  parts,  it  is  clear  that  the  Chair- 
man's bill  and  these  hearings  are  already  having  an  impact  on  the 
GSEs. 

CAGW  was  created  sixteen  years  ago,  following  the  report  of  the 
Grace  Commission.  The  Commission  examined  the  operations  of 
the  Federal  Government,  including  Government-sponsored  enter- 
prises. I  request  that  the  Commission's  recommendations  on  those 
GSEs  be  entered  into  the  record. 

[The  information  can  be  found  on  page  302  in  the  appendix.! 

Mr.  SCHATZ.  The  Grace  Commission  recognized  that  the  GSEs' 
agency  status  assures  them  access  to  credit  at  a  preferential  rate. 
The  Commission  concluded  that  the  implication  of  Federal  support 
ensured  that,  quote:  "even  without  full  faith  and  credit,  the  Gov- 
ernment would  rescue  an  agency  in  trouble." 

The  Grace  Commission  concluded  that  the  special  advantages  en- 
joyed by  Fannie  Mae  and  Freddie  Mac  acted  as,  quote:  "a  powerful 
disincentive  for  well-capitalized  private  sector  entities  to  compete 
in  the  mortgage  market." 

The  Commission  summed  up  why  it  is  important  for  Congress  to 
convene  hearings  such  as  these  and  continue  oversight  of  the 
GSEs.  "The  Government  does  not  control  agency  growth  because  it 
is  private,  but  the  agencies  depend  upon  Federal  sponsorship  for 
their  growth.  This  contradiction  has  extremely  important  con- 
sequences now  and  for  the  future." 

Fannie  Mae  and  Freddie  Mac  were  endowed  at  their  inception 
with  a  raft  of  special  privileges,  which  have  been  discussed  at  these 
hearings  previously.  They  don't  have  to  register  their  securities 
with  the  Securities  and  Exchange  Commission,  which  saved  them 
$280  million  last  year.  They  are  exempt  from  State  and  local  taxes, 
worth  $690  million  last  year. 

The  total  subsidy,  according  to  the  Congressional  Budget  Office, 
was  worth  $6.5  billion  in  1995.  That  study  also  determined  that 
one-third  of  the  subsidy  was  absorbed  by  Fannie  and  Freddie  rath- 
er than  going  directly  to  benefit  homeowners. 

Fannie  and  Freddie  don't  have  to  meet  the  same  capital  require- 
ments that  are  imposed  on  banks  and  thrifts.  They  can  borrow 
money  at  lower  rates  and  their  high  bond  rating  is  due  to  their  fi- 
nancial fundamentals,  the  implied  Government  support  of  the  en- 
terprises and  the  competitive  advantages  they  enjoy  as  a  result  of 
their  special  status. 

Another  great  advantage  is  that  financial  markets  believe  that 
Fannie  and  Freddie  are  simply  too  big  to  fail. 

CBO  also  found  in  1996  that  40  percent  of  the  earnings  of  Fannie 
Mae  and  Freddie  Mac  could  be  traced  to  their  Government-spon- 
sored status,  and  the  implied  guarantee  is  reinforced  by  the  $2.25 
billion  line  of  credit  that  each  has  at  the  Treasury  Department. 

Since  the  creation  of  the  GSEs,  times  have  certainly  changed. 
Home    ownership    rates    hover    near    67    percent.    Fannie's    and 
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Freddie's  success  in  helping  millions  of  Americans  achieve  the 
quintessential  American  dream  of  owning  their  own  home  is  laud- 
able. The  economy  is  strong  and  both  companies  enjoy  double  digit 
growth  rates. 

If  that  were  the  end  of  the  story,  we  wouldn't  be  here  today.  But 
the  GSEs'  duty  to  shareholders  requires  that  they  maximize  prof- 
its. There  is  also  that  duty  to  the  taxpayers,  and  again  these  mis- 
sions do  come  into  conflict. 

While  these  links  to  the  Government  obligate  Congress  and  regu- 
lators to  pay  special  attention  to  what  the  GSEs  do  and  how  they 
do  it,  Fannie  and  Freddie  have  characterized  those  who  have  made 
an  issue  of  their  activities  as  being  anti-home  ownership,  and  some 
of  the  Members  of  this  subcommittee  have  characterized  the  rec- 
ommendations to  reform  the  GSEs  as  being  based  simply  on  a  fight 
for  market  share  within  the  banking  industry. 

Mr.  Chairman,  let  me  set  this  record  straight.  CAGW  has  spent 
the  past  sixteen  years  exposing  waste,  mismanagement  and  ineffi- 
ciency in  the  Federal  Government.  It  is  not  our  intent  to  drive  up 
costs  for  homeowners.  We  are  not  members  of  FM  Watch.  I  couldn't 
tell  you  who  belongs  to  FM  Watch  or  when  they  were  created. 

Our  interest  in  this  issue  precedes  the  creation  of  that  organiza- 
tion by  more  than  a  decade  and  the  presence  in  Congress  of  the 
vast  majority  of  the  Members  of  this  subcommittee.  Our  intent  is 
to  simply  improve  and  increase  oversight  of  Fannie  Mae  and 
Freddie  Mac.  The  Treasury  Department,  the  General  Accounting 
Office  and  the  Congressional  Budget  Office  all  share  our  concerns, 
and  Chairman  Greenspan  of  the  Federal  Reserve  system  also  ex- 
pressed concern  recently  over  the  systemic  risks  associated  with 
the  GSEs. 

The  housing  GSEs  have  become  so  ascendant  in  the  financial 
markets  that  their  activities  have  far-reaching  effects  throughout 
the  entire  national  financial  system  and  therefore  into  the  pocket- 
books  of  ordinary  citizens.  In  January  of  this  year,  Fannie  Mae  an- 
nounced it  was  positioned  to  issue  its  debt  securities  in  unlimited 
quantities.  By  2003,  the  GSEs  combined  will  have  more  debt  out- 
standing than  Treasury  debt  held  by  the  public. 

At  current  growth  rates,  they  will  carry  $3  trillion  in  debt  by 
2005. 

It  isn't  just  the  amount  of  their  debt  that  should  raise  questions 
at  these  hearings.  The  GSEs  purpose  is  to  provide  liquidity  in  the 
mortgage  market,  purchase  mortgages  and  bundle  them  into  secu- 
rities and  resell  them  to  private  sector  investors  who  then  bear  the 
risk.  The  focus  should  be  on  the  nature  of  the  debt  they  hold,  the 
maturity  of  the  mortgage  market  and  the  direction  that  Fannie  and 
Freddie  are  taking  in  the  future. 

In  particular,  the  proposed  replacement  of  Treasury  debt  with 
Fannie  and  Freddie  debt  as  a  marketplace  or  benchmark  deserves 
the  utmost  scrutiny. 

Since  1993,  Fannie  and  Freddie  have  begun  to  repurchase  their 
own  mortgage-backed  securities  and  hold  them  in  their  portfolios. 
This  has  directly  affected  their  double  digit  growth  rates  over  the 
last  few  years. 

Instead  of  dispersing  risk  into  the  private  market,  the  GSEs  are 
reconcentrating  it   in   their  own   portfolios,   which   are   implicitly 
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backed  up  by  the  taxpayers.  The  question  should  be  asked  how  re- 
purchasing mortgage-backed  securities  furthers  the  congression- 
ally-chartered  missions  of  Fannie  Mae  and  Freddie  Mac. 

At  the  same  time  that  Freddie  Mac  is  considering  a  long-term 
proposal  to  break  up  the  company  into  two  entities,  according  to  re- 
ports on  Monday,  Fannie  Mae  announced  it  has  begun  to  purchase 
from  banks  zero  down  mortgages.  This  means  lenders  who  are  fi- 
nancing 100  percent  of  the  purchase  of  a  home  are  selling  these 
mortgages  to  Fannie  Mae.  These  mortgages  are  usually  available 
to  the  most  qualified  buyers,  raising  more  questions  about  the  com- 
mitment to  low-  and  moderate-income  homeowners  raised  by  the 
witnesses  last  week.  Also  these  zero  down  mortgages  are  expanding 
when  lenders  are  increasing  the  amount  of  debt  a  borrower  may 
carry  and  still  qualify  for  a  hom.e  mortgage. 

Clearly,  the  cost  and  risk  of  default  of  a  zero  down  mortgage  is 
greater  than  that  of  a  mortgage  that  requires  20  percent  down. 

Mr.  Chairman,  you  asked  us  about  H.R.  3703,  and  we  strongly 
favor  the  elimination  of  the  GSEs'  line  of  credit  with  the  U.S. 
Treasury.  We  also  concur  with  Treasury  Under  Secretary  Gensler's 
concerns  as  to  whether  commercial  banks  ought  to  be  permitted  to 
hold  in  portfolio  unlimited  percentages  of  GSE  debt. 

During  his  recent  testimony  before  this  subcommittee,  Fannie 
Mae's  chairman  repeated  several  times  that  the  activities  of  Fannie 
Mae  pose  zero  risk  to  Government  and  the  taxpayers.  But  in  the 
world  of  high  finance,  growth  and  a  high  rate  of  return  are  inex- 
tricably linked  to  risk. 

In  addition,  Fannie  Mae  has  been  running  ads  about  the  finan- 
cial stress  tests  they  are  required  to  undergo.  The  stress  test  was 
established  as  part  of  the  1992  legislation,  but  it  will  be  at  least 
another  year  before  it  is  activated.  While  Freddie  Mac  recently 
agreed  that  this  would  be  a  good  idea,  Fannie  Mae  has  consistently 
resisted  submitting  to  the  stress  test. 

Mr.  Chairman,  we  would  like  to  submit  this  ad  along  with  a  se- 
ries of  letters  from  Fannie  Mae  criticizing  the  stress  test  into  the 
record. 

[The  information  can  be  found  on  page  297  in  the  appendix.! 

Mr.  SCHATZ.  With  Fannie  Mae  and  Freddie  Mac,  we  have  two 
quasi-governmental  entities  that  claim  agency  status  when  it  suits 
them  and  simultaneously  claim  to  be  private  financial  institutions 
when  it  suits  them.  As  one  long-time  observer  of  financial  markets 
has  noted,  with  the  creation  of  Fannie  Mae  and  Freddie  Mac  we 
have  succeeded  in  privatizing  the  profits  and  socializing  the  risks. 

Now  while  the  economy  is  strong  is  the  best  time  to  examine  cru- 
cial questions  regarding  the  nature  of  the  Nation's  Government- 
sponsored  enterprises.  On  behalf  of  our  one  million  members  and 
supporters,  we  thank  the  subcommittee  for  the  opportunity  to 
speak  today  and  I  look  forward  to  answering  any  questions.  Thank 
you. 

[The  prepared  statement  of  Thomas  A.  Schatz  can  be  found  on 
page  289  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Schatz.  Your  testimony  and 
all  of  the  addenda  which  you  cited  will  be  made  a  part  of  the 
record. 
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Our  next  witness  this  morning  is  speaking  in  his  capacity  as  a 
representative  of  the  National  Taxpayers  Union,  Mr.  Peter  Sepp. 
Welcome,  Mr.  Sepp. 

STATEMENT  OF  PETER  J.  SEPP,  VICE  PRESIDENT  FOR 
COMMUNICATIONS,  NATIONAL  TAXPAYERS  UNION 

Mr.  Sepp.  Thank  you.  Mr.  Chairman,  on  behalf  of  the  300,000 
members  of  the  National  Taxpayers  Union,  I  am  deeply  grateful  for 
the  opportunity  to  testify  today,  not  as  a  financial  market  guru  or 
a  political  insider,  but  as  something  of  an  amateur  historian.  In 
some  small  way,  I  hope  I  can  convey  that  the  issue  of  GSEs  should 
transcend  any  political  environment. 

To  take  just  a  quick  jog  down  memory  lane  here,  my  organization 
has  been  involved  in  GSE  issues  since  the  1970's,  when  we  com- 
piled a  taxpayers'  liability  index.  We  testified  at  one  of  the  first 
major  GSE  hearings  in  1989.  We  most  recently  sponsored  a  con- 
ference, Freddie  Mac  and  Fannie  Mae:  Issues  for  Taxpayers. 

So  obviously  this  is  an  issue  of  long-standing  importance  to  tax- 
payers and  taxpayer  organizations. 

Over  the  years,  there  have  been  many,  many  proposed  reforms 
for  GSEs,  but  they  all  have  one  thing  in  common.  They  are  well 
beyond  the  scope  of  H.R.  3703,  to  the  regret  of  some  and  the  ap- 
proval of  others. 

The  bill  essentially  aims  to  improve  oversight  activity  so  we  don't 
have  the  kind  of  gaps  that  allowed  the  S&L  crisis  to  slip  through 
the  cracks  unnoticed  and  develop  into  something  that  made  a  tax- 
payer bailout  one  of  the  only  options. 

The  GSEs  themselves  dismiss  any  analogy  to  a  potential  second 
S&L  crisis  as  paranoid.  Well,  a  useful  document  to  help  test  this 
analogy  is  this,  "Origins  and  Causes  of  the  S&L  Debacle:  A  Blue- 
print for  Reform."  It  was  prepared  by  the  National  Commission  on 
Financial  Institution  Reform,  Recovery  and  Enforcement.  I  will 
refer  to  it  from  now  on  as  "the  Commission"  in  order  to  save  time 
and  a  whole  lot  of  words. 

I  will  begin  by  quoting  one  of  the  Commission's  most  important 
findings.  Quote:  "Fundamental  condition  necessary  for  collapse, 
Federal  deposit  insurance  on  accounts  at  institutions." 

Now,  in  a  totally  unsubsidized  environment,  S&L  consumers 
would  have  helped  to  act  as  self-regulators  against  institutions  that 
invested  in  deposits  and  risky  portfolios,  but  the  Commission  con- 
cluded that  the  Government  created  an  oversubsidized  environ- 
ment in  which,  I  quote:  "depositors  could  benefit  with  no  meaning- 
ful risk  of  financial  loss." 

Although  not  mandated  to  do  so  by  law,  Washington  does  effec- 
tively extend  a  kind  of  deposit  insurance  to  housing  GSEs, 

Now  the  GSE  officials  tended  to  downplay  this  connection,  but 
the  Congressional  Budget  Office  disagrees,  and  again  I  quote: 
"Short  of  placing  an  explicit  guarantee  on  the  securities  of  the 
housing  GSEs,  the  law  could  hardly  be  more  clear:  the  Govern- 
ment's financial  interests  in  the  safety  of  Fannie  Mae  and  Freddie 
Mac  ensure  that  their  obligations  are  safe  from  the  risk  of  default." 

Socializing  the  risk  behind  their  investments  freed  the  S&Ls 
from  many  prudent  business  constraints  and  allowed  the  industry 
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to  grow  by  a  spectacular  56  percent  over  a  three-year  period  in  the 
1980's;  but,  we  all  paid  the  price  later. 

These  growth  rates  are  being  matched  today  by  Fannie  Mae 
through  other  riskier  ventures,  such  as  consumer  credit,  jumbo 
mortgages  and  derivatives. 

Now  to  return  to  the  Commission  report,  I  quote:  "Factors  pre- 
cipitating the  macro-economic  shock  of  unprecedented  high  interest 
rates  adopted  to  combat  soaring  inflation." 

Due  to  their  regulatory  charters  and  their  habits  of  business, 
S&Ls  tended  to  operate  in  a  niche  market  of  long-term  mortgages. 
This  situation  changed  when  interest  rates  began  to  soar,  in  turn 
leading  S&Ls  to  disastrous  attempts  to  grow  their  way  out  of  their 
problems  by  seeking  more  profitable  and  more  volatile  investments. 
But  if  a  new  interest  rate  crisis  were  to  affect  Fannie  Mae  ad- 
versely, history  would  be  repeating  itself,  not  just  inflicting  itself 
on  a  new  victim. 

Earlier  this  summer,  Treasury  Under  Secretary  Gensler  reiter- 
ated the  observation  that  in  the  1980's  Fannie  Mae  was,  quote:  "in- 
solvent on  a  market-to-market  basis." 

Now  today,  housing  GSEs  resort,  within  limits,  to  diversifying 
their  holdings  or  services.  However,  there  are  few  worlds  left  to 
conquer  within  a  literal  reading  of  their  charters.  This  has  created 
a  dilemma  that  Congress  and  GSEs  will  have  to  confront.  Diversi- 
fying portfolios  within  their  mission  risks  concentration  of  entire 
lending  sectors.  Diversifying  them  outside  of  their  mission  risks  a 
sort  of  industrial  policy  that  could  reward  entities  who  enjoy  a  sub- 
stantial public  subsidy  over  their  private  rivals. 

To  cite  yet  another  Commission  finding,  I  quote:  "Factors  inten- 
sifying and  prolonging  the  collapse — a  systematic  breakdown  in  the 
political  system." 

According  to  the  Commission,  regulators  were  often  blinded  to 
the  poor  business  practices  of  certain  S&Ls  due  to  the  absence  of 
an  information  structure  that  obscured  the  extent  of  the  mounting 
losses  and  the  degree  to  which  the  Federal  deposit  insurance  pro- 
gram and  the  Treasury  were  exposed  to  loss. 

Despite  recent  efforts  to  establish  reporting  and  capital  stand- 
ards for  the  GSEs,  transparency  is  still  an  elusive  goal.  GSEs  can 
trade  on  the  New  York  Stock  Exchange,  but  are  exempt  from  SEC 
Commission  fees  and  reporting  requirements  that  burden  other 
companies.  Nor  are  they  required  to  disclose  trading  positions  held 
by  top  level  managers.  Private  banks  and  thrifts  must  maintain  a 
level  of  total  risk-based  capital  for  on  balance  and  off  balance  as- 
sets at  8  percent.  Fannie  Mae  and  Freddie  Mac  fall  under  just  two 
core  requirements,  2.5  percent  for  on  sheet  assets,  .45  percent 
against  off  sheet  assets.  An  impartial  risk-based  standard  is  only 
now  being  implemented. 

GSE  officials  say  they  are  in  a  far  better  position  than  most  fi- 
nancial institutions  in  the  private  sector,  but  outside  analysts  seem 
unable  to  reconcile  those  claims. 

Now  to  conclude,  the  Commission  observed  that,  quote:  "Con- 
gress transformed  S&Ls  into  agents  of  national  housing  policy  and 
that  Government  regulation  sheltered  S&Ls  from  competition,  al- 
lowing the  industry  to  be  profitable  and  failures  to  be  rare." 
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But  beginning  with  the  interest  rate  problems  of  the  1980's,  pol- 
icymakers were,  quote:  "Ill-prepared  to  deal  with  the  crisis,  the  re- 
sult being  a  large  and  unnecessary  expense  to  taxpayers  that  has 
shaken  the  public  confidence  in  financial  institutions,  Gk)vernment, 
and  the  political  process." 

National  Taxpayers  Union  contends  that  this  need  not  occur  with 
other  congressionally-chartered  instruments  of  national  housing 
policy,  the  GSEs.  Any  diehard  GSE  privatizer  in  this  room  can 
probably  support  the  increased  transparency  intended  in  H.R. 
3703.  Just  the  same,  any  true  believer  in  the  refederalization  of 
GSEs  in  this  room  can  applaud  the  regulatory  accountability  in- 
tended by  H.R.  3703.  In  short,  all  anyone  needs  to  be  in  order  to 
admire  at  least  part  of  this  bill  is  concerned,  concerned  that  tax- 
payers, lawmakers  and  GSE  officials  all  participate  in  this  process 
on  an  equal  basis.  And  a  little  healthy  respect  for  history  helps, 
too. 

Again,  I  thank  you  for  your  time  and  I  will  try  to  answer  any 
questions  you  may  have. 

[The  prepared  statement  of  Peter  J.  Sepp  can  be  found  on  page 
324  in  the  appendix.] 

Chairman  BAKER.  Thank  you  very  much,  Mr.  Sepp.  We  appre- 
ciate your  comments. 

Our  final  witness  on  this  panel  represents  the  Competitive  En- 
terprise Institute,  Mr.  Fred  Smith.  Welcome. 

STATEMENT  OF  FRED  L.  SMITH  JR.,  PRESIDENT, 
COMPETITIVE  ENTERPRISE  INSTITUTE 

Mr.  Smith.  Thank  you,  Mr.  Chairman.  My  name  is  Fred  Smith. 
I  head  the  Competitive  Enterprise  Institute,  a  pro-market  public 
interest  group  that  has  long  been  active  in  financial  regulatory 
issues,  the  banking  and  S&L  deposit  insurance  crisis  of  the  1980's, 
most  notably. 

I  am  pleased  to  testify  here  today  on  the  moral  hazard  problems 
created  by  Freddie  Mac  and  Fannie  Mae.  I  think  you  all  by  now 
know  that  that  term  "moral  hazard"  means  a  tendency  of  bad  in- 
centives to  create  bad  risk  management  policies;  the  Freddie  Mac, 
Fannie  Mae  problem. 

These  firms  may  once  have  merited  some  special  attention  as  in- 
fant industries,  but  they  have  clearly  grown  up  now.  It  is  time  to 
put  them  out  in  the  adult  private  market. 

The  continuance  of  these  special  privileges  creates  a  serious  haz- 
ard to  the  market,  to  taxpayers,  to  the  economy  and  perhaps  most 
of  all  to  the  poor,  whose  real  needs,  economic  opportunity,  is  given 
lower  priority  by  pushing  middle  and  upper  class  housing  mort- 
gages to  the  front  of  the  capital  queue. 

I  would  like  to  add  some  more  remarks  to  my  prepared  testimony 
that  you  had  last  week,  and  I  also  would  like  to  add  three  docu- 
ments that  I  think  would  help  the  subcommittee  make  a  consider- 
ation. The  first  is  a  recent  publication  by  the  American  Enterprise 
Institute,  which  details  the  level  of  the  risk  that  Fannie  and 
Freddie  are  imposing  on  the  American  taxpayers,  "Nationalizing 
Mortgage  Risk,"  and  "A  Microeconomic  Analysis  of  Fannie  Mae  and 
Freddie  Mac,"  by  Robert  VanOrder,  who  is  the  senior  economist  of 
Freddie  Mac.  He  makes  a  lukewarm  endorsement  of  his  agency. 
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[The  information  referred  to  can  be  found  on  page  354  in  the 
appendix.] 

Then  to  illustrate  that  actually  one  can  talk  about  things  without 
putting  everyone  to  sleep,  a  recent  Wall  Street  Journal  editorial, 
"Fannie  Mae's  Problems,"  the  Dear  Abby  one  that  some  of  you  saw 
this  week,  which  was  a  wonderful  illustration  that  economics 
doesn't  need  to  be  quite  so  boring. 

That  also  illustrates  that  the  task  before  you  of  educating  the 
American  public  to  the  need  for  reform  is  not  an  impossible  task. 
It  is  something  you  can  achieve. 

[The  information  referred  to  can  be  found  on  page  411  in  the 
appendix.] 

Let  me  summarize  my  testimony.  First,  note  that  Fannie  and 
Freddie  are  strange  organizations,  neither  private  sector  fish  nor 
political  sector  fowl.  As  a  result,  no  one  is  quite  clear  how  these 
entities  should  be  evaluated  or  how  they  should  be  held  account- 
able. They  are  largely  immune  from  competitive  market  regulation. 
They  are  outside  the  market  discipline,  and  yet  they  lack  effective 
political  scrutiny. 

IVIr.  Nader  last  week  made  that  point  very  well,  basically  arguing 
that  what  we  see  here  is  profit-side  capitalism  and  a  loss-side  so- 
cialism. That  asymmetry  is  dangerous  and  evades  the  whole  sys- 
tem of  checks  and  balances  that  is  the  basis  of  the  American  polit- 
ical and  economic  system. 

You  know,  we  fought  a  war  once  to  oppose  taxation  without  rep- 
resentation. Yet  today,  in  this  situation,  we  have  seemingly  en- 
dorsed subsidization  without  representation.  Did  we  really  mean  to 
define  GSEs  as  Government-subsidized  enterprises? 

The  roots  of  this  problem  stem  from  Fannie's  and  Freddie's  abil- 
ity to  obtain  funds  at  rates  far  lower  than  any  real  market  firm. 
Cheap  money  guarantees  them  high  profits. 

Now  making  a  profit  is  normally  a  tough  game,  but  if  you  are 
allowed  to  play  with  monopoly  money  and  everyone  else  has  to  use 
the  real  thing  you  can  buy  up  all  the  houses,  all  the  hotels,  from 
Baltic  Avenue  to  Park  Place,  without  passing  go  and,  of  course, 
without  running  the  risk  of  going  to  jail.  Monopoly  money  makes 
it  easy  to  become  a  monopolist,  and  as  these  hearings  have  illus- 
trated, Fannie  and  Freddie  are  well  on  their  way  to  becoming  the 
largest  monopolist  in  history.  They,  of  course,  argue  that  this 
misses  the  point.  They  simply  want  everyone  to  realize  the  Amer- 
ican dream.  Good  rhetoric,  not  good  policy. 

First,  note  that  some  of  the  housing  subsidy  is  dissipated  in 
higher  housing  costs,  just  as  some  of  the  subsidized  student  loans 
contributed  to  the  rapid  increase  in  college  tuition.  You  are  going 
to  be  doing  some  studies  on  this  issue.  I  hope  you  ask  that  an  esti- 
mate be  made  of  the  extent  to  which  the  Fannie-Freddie  system  is 
actually  making  affordable  housing  less  affordable  to  the  poorest  of 
America. 

Still,  as  the  ads  we  have  been  seeing  over  and  over  again  in  the 
papers  illustrate,  they  basically  are  out  there  to  try  to  persuade  us 
that  they  really  are  vital  to  housing  in  America.  They  do,  after  all, 
lower  interest  rates.  Doesn't  this  make  the  American  dream  more 
affordable,  at  least  for  those  not  priced  out  of  the  housing  market? 
Perhaps. 
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But  there  are  other  American  dreams:  Getting  a  job,  starting 
your  own  business,  having  a  better  school  for  your  kids,  and  those 
dreams  also  require  capital. 

Fannie  and  Freddie  create  no  new  capital.  They  simply  move  it 
around  the  political  game  board.  For  those  pursuing  other  dreams, 
Fannie  and  Freddie  isn't  a  dream;  it's  a  nightmare.  At  least  in  the 
game  of  Monopoly  you  can  buy  something  else  besides  real  estate. 

Fannie  and  Freddie  claim  their  successes  reflect  skill.  Perhaps. 
Certainly  there  are  some  smart  people  at  these  agencies.  At  the 
salaries  they  offer,  there  should  be,  but  the  successes  of  Fannie  and 
Freddie  have  less  to  do  with  their  smarts  and  a  lot  more  to  do  with 
their  subsidies. 

Had  they  been  purchasing  livestock,  race  tracks,  movie  theaters, 
car  dealerships,  railroads  or  even  aluminum  siding,  they  would  still 
have  made  money.  Indeed,  give  anyone  in  this  room  the  right  to 
issue  their  own  personalized  Treasury  bills  and  I  predict  that  they 
too  will  become  very  wealthy  in  very  short  order. 

Subsidies  weaken  the  stability  of  the  American  financial  system. 
That  is  what  moral  hazard  is  all  about,  and  it  is  those  unintended 
consequences  of  helping  one  American  dream  at  the  expense  of  all 
the  other  American  dreams  that  should  concern  this  subcommittee, 
this  Congress. 

These  risks  threaten  to  get  worse.  Last  week's  hearing  illus- 
trated that  point.  Groups  taking  more  funds  for  lower  income  hous- 
ing were  critical  of  Freddie  and  Fannie.  They  sought  more  re- 
sources for  lower  income  housing.  In  my  view,  that  will  do  very  lit- 
tle to  help  the  poor.  Luring  families  into  nonaffordable  debt  does 
them  no  favor,  as  I  suspect  we  are  going  to  be  hearing  later  on 
today.  Nor  would  it  do  much  to  address  the  affordable  housing 
issue  directly. 

That  problem  is  far  more  linked  to  any  growth  initiatives  and 
other  Government  policies. 

Yet  it  will  certainly  increase  the  likelihood  of  a  Fannie-Freddie 
default.  Fannie  and  Freddie  are  being  urged  to  increase  their 
riskier  lending  without  incurring  any  additional  risk.  There  is  not 
much  chance  of  that  happening  in  the  real  world,  but  as  long  as 
the  taxpayer  is  forced  to  cover  those  risks  I  suspect  that  Fannie 
and  Freddie  will  be  rushing  out  to  do  exactly  that. 

What  can  we  do  about  all  of  this?  Not  much  if  we  are  not  willing 
to  rein  this  agency  in,  and  political  regulation  has  a  very  poor  track 
record.  The  real  problem  remains  that  in  any  political  calculus, 
Fannie  and  Freddie  are  already  too  big  to  fail.  Their  stock  is  held 
in  too  large  blocks  by  too  many  important  groups.  Today  if  a  crisis 
were  to  occur,  it  is  unlikely  that  anyone  responsible  would  actually 
get  a  haircut.  The  sad  reality  is  that  a  crisis  would  more  likely  end 
in  Freddie  and  Fannie  getting  a  perm. 

Tinkering  at  the  edges  isn't  likely  to  resolve  this  instability. 
Rather,  we  should  take  advantage  of  the  current  good  times  and 
the  good  management  of  these  agencies  to  diffuse  this  time-bomb 
while  we  can.  I  recommend  that  you  do  endorse  most  of  the  provi- 
sions of  H.R.  3703.  Phase  out  the  ability  of  other  groups  to  hold 
Fannie  and  Freddie  stock  as  Treasury  bill  equivalents  in  their  visi- 
ble line  of  credit.  End  their  exemption  from  State  and  local  taxes. 
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Incidentally,  as  a  citizen  of  the  District  of  Columbia,  I  suspect 
that  former  Representative  Walter  Fauntroy  will  be  recommending 
that  later  on  this  morning  also. 

Eliminate  the  ability  of  these  agencies  to  use  taxpayer  backed 
money  to  enter  other  sectors  of  the  credit  economy,  increase  their 
capital  reserves,  and  create  a  liquidation  plan  that  would  plausibly 
avoid  a  bailout  if  and  when  the  next  economic  crisis  occurs. 

Some  subcommittee  Members  have  suggested  we  proceed  care- 
fully, and  I  fully  agree.  But  that  does  not  mean  delaying  further 
action.  The  unintended  consequences  of  past  inaction  are  already 
very  serious,  and  the  growth  projection  of  Fannie  and  Freddie  sug- 
gest that  there  is  much  worse  in  store.  Delay  is  always  the  easiest 
course  in  the  short  term.  Recall  the  prayer  of  the  youthful  Saint 
Augustine,  "0  God,  make  me  chaste — but  not  yet." 

Still  even  if  you  move  expeditiously,  I  suspect  it  will  not  be 
enough.  Fannie  and  Freddie  have  no  real  world  existence.  They 
exist  as  artifacts  of  the  special  privileges  they  possess. 
Masquerading  as  market  entities,  they  are  better  viewed  as  costly 
and  complex  means  of  transferring  capital  around  the  political 
game  board.  This  is  not  wise.  If  we  want  to  nationalize  our  credit 
industry,  let's  do  it  honestly  rather  than  under  the  guise  of  GSEs. 

Thus,  I  have  suggested  in  my  written  testimony  that  DOJ  be 
urged  to  develop  a  divestiture  or  breakup  plan  for  Fannie  and 
Freddie.  They  should  be  converted  from  TBTF  institutions — too  big 
to  fail  institutions — into  normal  market  entities.  You  know  that 
Fannie  Mae's  Ms.  Gorelick  comes  from  Justice  and  they  have  got 
a  good  experience  at  breaking  up  firms  now.  Why  don't  they  take 
that  expertise  and  use  it  to  good  purpose  by  breaking  Fannie  and 
Freddie  into  firms  that  are  reasonable  size  and  actually  might  be 
able  to  bear  the  risk  of  failing  if  they  keep  operating  as  they  al- 
ready do. 

Congressman,  Mr.  Baker,  this  can't  be  a  pleasant  hearing  for  you 
guys.  You  are  finding  out  in  these  hearings  that  Fannie  and 
Freddie  have  outlived  their  usefulness,  have  engaged  in  mission 
creep  to  a  level  never  before  seen  in  history,  have  weakened  the 
private  housing  finance  markets  and  now  they  reject  reform,  and 
they  are  not  paper  tigers.  They  have  massive  resources  and  seem 
willing  to  use  them,  without  limits,  for  lobbying,  propaganda,  polit- 
ical contributions  and  attacking  anyone,  including  yourselves,  who 
dare  to  challenge  their  supremacy. 

Moreover,  most  of  the  people  are  only  going  to  see  the  ads  in  the 
paper.  They  are  not  going  to  be  at  these  hearings. 

Yet,  America  has  survived  to  date  because  we  are  a  representa- 
tive Government.  You  were  elected  to  represent  the  good  of  the 
American  people,  not  the  privileges  of  the  powerful.  You  have  some 
powerful  allies  in  this,  Alan  Greenspan,  some  members  in  the 
Treasury,  when  they  are  allowed  to  speak.  Moreover,  you  have  a 
bully  pulpit  to  educate  the  American  people  on  this  issue,  and  the 
Wall  Street  Journal  editorial  earlier  this  weak  makes  it  clear  that 
you  can  do  it. 

This  isn't  that  complicated.  Indeed,  any  high  school  civics  class 
in  America  would  laugh  the  Fannie-Freddie  get-rich-quick  scheme 
off  the  stage.  These  hearings  begin  the  educational  process  for  re- 
form. I  would  like  to  commend  you.  Chairman  Baker,  and  everyone 
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on  this  subcommittee  for  the  wilHngness  to  diffuse  this  time-bomb. 
We  at  CEI  look  forward  to  working  with  you  and  proceed  with  the 
rest  of  this  process.  Thank  you. 

[The  prepared  statement  of  Fred  L.  Smith  Jr.  can  be  found  on 
page  345  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Smith. 

Mr.  Schatz,  you  raised  an  important  issue  I  had  not  previously 
considered  in  other  hearings  that  I  think  from  here  on  in  I  should 
certainly  follow,  and  let  me  explain  myself.  There  are  allegations 
by  some  that  people  have  economic  interest  in  this  issue  and  that 
there  are  lobbying  organizations  that  are  being  formed  and  created 
to  affect  public  policy,  primarily  for  the  purpose  of  economic  out- 
comes. 

Given  those  concerns,  let  me  ask  each  of  the  witnesses  this 
morning,  are  you  here  in  your  capacity  solely  as  a  representative 
of  your  respective  organization  or  have  you  received  compensation 
from  the  organization  known  as  FM  Watch  or  any  business  enter- 
prise, let's  say  within  the  last  two  years,  well  before  Fannie  Watch 
started;  in  a  two-year  clock?  I  am  only  asking  not  for  disclosure  of 
your  donors,  but  in  relation  to  this  issue  have  any  of  your  respec- 
tive organizations  received  economic  compensation  to  participate  or 
represent  anti-GSE  sentiment? 

Mr.  Schatz. 

Mr.  Schatz.  Mr.  Chairman,  our  history  in  this  goes  back  sixteen 
years.  Certainly  the  members  of  the  Grace  Commission  included  in- 
terests from  the  banking  industry,  so  we  continually  receive  sup- 
port. It  is  very  possible  that  someone  who  made  a  contribution  off 
of  our  membership  list  has  some  interest  in  this  issue,  but  we  actu- 
ally created  this  coalition  with  groups  that  we  work  with  on  a  con- 
sistent basis  to  fight  waste,  mismanagement  and  abuse  in  the  Gov- 
ernment, bringing  a  lot  of  other  coalitions  together.  It  was  our  con- 
cept to  come  up  with  this  group  here,  and  certainly  if  anybody 
wants  to  support  what  we  are  doing  we  are  happy  to  accept  that 
support  from  any  side  of  the  aisle. 

Chairman  Baker.  So  that  is  a  qualified  no?  You  may  have  some- 
one who  is  a  donor,  but 

Mr.  Schatz.  Yes,  it  is  possible.  We  do  receive  a  lot  of  contribu- 
tions. I  am  not  tr3dng  to  avoid  the  question,  but  I  would  have  to 
look  at  every  single  person  that  gave  us  a  contribution  over  the  last 
several  years,  because  we  do  receive  a  lot  of  individual  contribu- 
tions. 

Chairman  BAKER.  But  you  can  clearly  say  that  no  one  has  given 
a  contribution  to  the  organization  with  the  intent  of  imposing  a 
particular  philosophic  view  on  this  subject? 

Mr.  Schatz.  No.  This  is  our  view.  We  are  representing  ourselves. 
We  have  worked,  as  I  said,  with  these  organizations  on  budget  re- 
form and  tax  reform,  and  having  looked  at  the  Grace  Commission 
recommendations,  it  often  surprises  me  that  the  things  that  were 
proposed  sixteen  years  ago  are  still  relevant,  but  this  is  Wash- 
ington. 

Chairman  Baker.  I  will  eagerly  admit  that  each  of  you  in  your 
respective  capacities  have  been  long-standing  troublemakers.  I  am 
just  trying  to  establish  on  this  subject  there  is  some  degree  of  pu- 
rity. 
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Mr.  Sepp. 

Mr.  Sepp.  Well,  presuming  that  FM  Watch  hasn't  mastered  the 
art  of  time  travel,  no,  I  am  not  being  paid  to  say  this.  My  boss 
wasn't  paid  to  say  it,  my  goodness,  twenty-one  years  ago. 

Chairman  BAKER.  Mr.  Smith. 

Mr.  Smith.  No.  But  I  think,  as  Tom  pointed  out,  we  also  don't 
take  any  Government  subsidies.  So  we  are  not  funded  by  Fannie 
and  Freddie.  We  certainly  haven't  been  approached  by  any  private 
groups,  but,  I  guess,  if  you  guys  want  to  do  more  to  help  rational 
discourse  on  this,  funding  would  be  useful. 

Chairman  Baker.  Maybe  something  to  be  considered  later. 

Mr.  Sepp,  I  understand  it  was  the  Taxpayers  Union  that  took  the 
1996  CBO  methodology  and  took  current  data,  as  best  possible 
available,  and  made  a  determination  that  the  current  day  value  of 
the  subsidy  to  be  at  least  a  $10  billion  figure,  is  that  correct? 

Mr.  Sepp.  Yes,  that  was  an  NTU  Foundation  issue  brief  that  we 
projected  forward;  yes,  that  was  published  about  a  year  or  so  ago. 

Chairman  Baker.  And  was  it  the  conclusion  reached  in  updating 
the  value  of  the  subsidy  that  about  one-third  of  that  amount  was 
perceived  to  flow  through  the  shareholders? 

Mr.  Sepp.  Approximately  one-third,  yes. 

Chairman  Baker.  Well,  that  is  consistent  with  the  CBO's  work 
previously.  I  have  had  some  complaints  expressed  about  the  effi- 
cacy of  that  methodology  and,  for  the  record,  I  have  requested  that 
the  Federal  Reserve  assist  the  CBO  in  establishing  a  methodology 
that  hopefully  will  be  above  question,  and  we  now  have  pending  a 
request  for  an  update  of  the  valuation  of  that  subsidy  for  that  pur- 
pose. 

Would  each  of  you  choose  to  make  brief  comment,  because  I  am — 
maybe  I  will  just  save  it  for  the  second  round.  I  am  just  about  out 
of  time.  My  next  question  was  going  with  concern  of  concentration 
of  bank  holdings  of  securities  by  the  GSEs  and  the  potential  for 
significant  concerns  about  the  Federal  deposit  insurance  system  in 
relation  to  those  holdings.  But  I  am  out  of  time  and  I  want  to  try 
to  stick  to  the  clock  as  best  I  can. 

Mr.  Kanjorski. 

Mr.  Kanjorski.  Thank  you,  Mr.  Baker. 

I  guess  we  have  to  respect  the  fact  that  you  all  are  rabble-rous- 
ers. That  is  good,  because  som.etimes  you  are  rabble-rousers  on 
issues  we  agree  on,  and  sometimes  you  are  rabble-rousers  on  issues 
we  don't  agree  on.  I  think  all  three  of  you  are  supporting  my  effort, 
and  Mr.  Boehner's  effort,  to  oppose  H.R.  21  in  order  not  to  create 
a  Federal  reinsurance  program  and  subject  the  American  taxpayer 
to  undue  risk.  In  that  regard,  I  compliment  you. 

The  problem  is,  there  is  not  any  winner  or  loser  on  this  issue. 
On  both  sides  of  the  aisle  of  this  committee  and  on  both  sides  of 
the  aisle  of  the  Congress  there  is  a  recognition  that  these  unusual 
organizations  require  periodic  study,  mission  definition,  and  con- 
trol. 

It  is  interesting,  however,  that  last  night  we  had  on  the  floor  Mr. 
Hinchey's  amendment  to  the  VA-HUD  appropriations  bill  asking 
for  full  funding  for  OFHEO.  That  amendment  made  the  request  of 
approximately  an  additional  $5  million,  and  all  funding  for  that 
regulator  comes  from  Fannie  Mae  and  Freddie  Mac.  OFHEO  has 
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concluded  that  these  additional  funds  are  necessary  if  they  are  to 
properly  enforce  the  new  risk-based  capital  standards,  and  they 
have  requested  the  Appropriations  Committee  to  make  those  addi- 
tional funds  available. 

From  my  standpoint,  there  is  nothing  more  important  than 
strong  regulation.  It  helps  us  to  see  what  is  happening  in  advance, 
and  to  try  to  prevent  improper  activities  from  occurring  so  that  the 
horse  does  not  get  out  of  the  barn  before  we  close  the  door. 

We  are  going  to  have  a  vote  on  that  additional  funding  for 
OFHEO  this  afternoon. 

[The  prepared  statement  of  Hon.  Paul  Kanjorski  can  be  found  on 
page  277  in  the  appendix.] 

Now,  I  have  one  simple  question  for  you.  If  you  were  sitting  in 
the  Chamber,  how  would  you  vote  on  the  issue  of  providing  the 
funding  requested  by  OFHEO?  This  increase  does  not  cost  the 
American  taxpayers  anything,  but  comes  out  of  the  regulated  orga- 
nizations themselves.  Apparently,  the  Appropriations  Committee 
and  a  good  part  of  the  other  side  of  the  aisle  have  argued  against 
giving  those  additional  funds  to  provide  for  better  regulation.  How 
would  you  vote  on  that  issue? 

Mr.  SCHATZ.  Mr.  Kanjorski,  we  have  long  supported  the  concept 
of  increasing  oversight  by  the  Government.  We  would  certainly 
hope  that  the  Congress  would  approve  that  amendment.  We  would 
also  like  to  see  more  funds  for  Inspectors  General  and  GAO  and 
other  people  that  do  these  studies. 

So  I  have  no  problem  with  that  amendment. 

Mr.  Smith.  I  guess  I  would  have  some.  I  am  from  Louisiana  so 
good  government  was  one  of  the  early  casualties  in  my  belief  sys- 
tem, but  I  think  that  the  idea  that  more  money  will  help  the  regu- 
lators to  do  a  better  job,  maybe.  I  guess  if  I  were  in  your  situation 
I  might  well  vote  for  it  also,  but  I  think  the  real  inclination  is  to 
realize  that  nothing  works  better  than  market-based  regulation, 
which  essentially  means  that  if  you  trust  the  institution  you  are  in- 
vesting in  you  are  far  more  likely  to  be  an  effective  disciplining 
force  than  a  regulator  who  only  has  his  intellectual  acumen  to  go 
on. 

Fannie  and  Freddie  can  outbid  the  pallet  pool  and  will  get  much 
smarter  people  to  run  circles  around  any  Government  regulator. 

Mr.  Sepp.  I  would  be  forced  to  cast  a  vote  in  favor  as  well.  I 
think  that  if  Congress  is  to  impose  regulatory  opportunity  costs  on 
private  banks  and  institutions,^  well,  then  those  institutions,  the 
GSEs,  can  absorb  those  costs  as  well. 

Mr.  Kanjorski.  The  bill  we  are  considering  here  is  something 
that  prospectively  will  come  to  order  to  either  reform  the  mission 
or  the  structure  of  GSEs.  Today,  however,  this  full  committee  and 
the  Congress  on  both  sides  of  the  aisle  are  going  to  have  an  oppor- 
tunity to  put  the  money  where  their  mouth  is.  That  way,  if  they 
really  do  fear  S&L  disasters  in  the  future,  then  they  can  support 
maintaining  a  strong  regulator  out  there  with  the  capacity  to  prop- 
erly regulate. 

It  would  be  somewhat  of  an  interesting  position  that  here  before 
the  subcommittee  we  will  be  arguing  to  clean  up  the  act  of  Freddie 
Mac  and  Fannie  Mae.  This  afternoon,  however,  some  of  the  very 
Members  that  are  proposing  this  long-term  cleanup  or  what  could 
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prospectively  occur  in  the  future  are  declining  the  immediate  vote 
today.  Today's  vote  will  provide  the  money  to  the  regulators  to  do 
the  job  that  may  give  us  the  opportunity  to  save  financial  risk  in 
these  organizations.  Is  that  correct? 

Mr.  Smith.  Mr.  Kanjorski,  I  agree  in  part.  Obviously  the  senti- 
ment you  are  expressing,  I  think,  though  certainly  odd,  I  believe 
members  of  this  panel  would  agree,  the  risk  is  that  in  effect  you 
anesthetize  the  force  that  is  now  being  developed  to  reform  these 
institutions  in  a  real,  more  substantive  way.  There  is  always  the 
risk  that  by  putting  a  sterile  fruit  fly  in  a  niche,  you  never  really 
do  anything  useful  there. 

I  agree  with  you,  I  might  well  vote  for  it  today. 

Mr.  Kanjorski.  I  am  not  suggesting  this  afternoon's  vote  for 
stronger  regulators  is  going  to  cure  the  problems  that  you  have  ar- 
gued today.  But,  how  could  anybody  on  this  subcommittee  or  in  the 
Congress  on  either  side  of  the  aisle  say  that  we  should  not  at  least 
give  the  regulators  what  they  are  asking  for  to  do  a  proper  job  of 
regulation? 

Mr.  Smith.  I  am  not  in  Congress.  I  would  probably  go  along  with 
you.  Congressman. 

Chairman  Baker.  Thank  you,  Mr.  Kanjorski. 

For  the  record,  I  also  support  that  effort  very  strongly. 

Mr.  Smith,  just  to  respond  to  one  brief  observation  you  made,  I 
was  in  the  Louisiana  legislature  fifteen  years,  and  upon  arrival  in 
Washington  I  can  honestly  say  I  have  not  seen  anything  from  the 
White  House  to  the  Congress  that  has  impressed  me  as  much,  so 
I  just  want  to  make  a  record  of  that. 

Mr.  Smith.  I  did  not  want  to  tell  you  I  believed  in  Santa  Claus 
when  I  moved  to  Washington.  I  still  have  the  same  skepticism. 

Chairman  Baker.  I  think  we  are  looking  at  the  world  the  same 
way. 

Mr.  Manzullo. 

Mr.  Manzullo.  I  was  in  Baton  Rouge  about  four  weeks  ago  at 
the  old  State  capitol,  whereupon  I  saw  a  very  prominent  sign  that 
said  "Democracy  is  not  in  the  voting,  but  in  the  counting." 

Chairman  Baker.  I  would  only  add  there  was  a  bumper  sticker 
not  long  ago  that  said,  "Vote  for  the  crook.  It  is  important."  So  I 
have  to  put  all  of  this  in  perspective. 

Mr.  Manzullo.  Mr.  Baker,  my  father  was  born  in  Louisiana  and 
migrated  to  Illinois.  So  we  understand  what  is  going  on. 

I  appreciate  having  us  reconvene.  Mr.  Schatz,  I  would  like  to  ad- 
dress my  remarks  to  you.  I  have  been  very  much  concerned  over 
this  so-called  grass-roots  effort  of  our  office  receiving  2,000  letters, 
telegrams,  ostensibly  on  behalf  of  the  constituents  that  I  represent. 

I  looked  at  these.  I  thought  there  was  something  odiferous  about 
them  and  instructed  my  staff  to  call  people  from  all  over  the  dis- 
trict on  a  sampling.  Of  the  29  phone  calls  that  we  made,  8  people 
had  agreed  to  put  their  name  on  that  telegram  or  petition,  what- 
ever it  is  called — I  think  they  called  it  a  telegram — 16  people  knew 
nothing  about  the  petition  or  the  letter;  13  people  said  no,  they  did 
not  want  an3^hing  sent  in  their  behalf,  but  they  were  still  sent;  2 
people  did  not  exist  at  that  address,  and  in  fact,  Mr.  Sweeney  has 
two  constituents  who  sent  him  a  telegram.  The  problem  is  that 
they  were  dead. 


75 

This  was  Fannie  Mae's  grass-roots  effort,  and  it  bothers  me,  be- 
cause these  are  the  good  names  of  the  people  I  represent  that  were 
being  misused  commercially  to  try  to  influence  my  vote  here  as  a 
Member  of  Congress. 

I  wanted  to  know  what  this  cost  Fannie  Mae.  I  think  it  is  impor- 
tant, because  any  time  they  spend  money  on  efforts  like  this  it  is 
written  off  and  they  don't  pay  taxes  on  that  portion  of  the  money 
that  would  be  attributable  to  these  expenses. 

They  refused,  said  "This  is  proprietary;  we  can't  give  this  to  you." 
But  I  did  get  enough  information,  Mr.  Schatz,  based  upon  the  total 
names  available,  352,000;  total  completed  calls,  160,000.  I  believe 
I  have  asked  you,  because  Fannie  Mae  refuses  to  tell  the  American 
people  how  much  it  cost  for  this  grass-roots  effort,  I  have  asked  to 
see  if  you  could  come  up  with  a  figure  on  that. 

Mr.  Schatz.  Mr.  Manzullo,  thank  you  for  allowing  me  to  come 
up  with  this  estimate.  I  would  estimate,  based  on  the  kinds  of  ac- 
tivities we  have  engaged  in  in  the  past  in  telemarketing  and  also 
talking  to  people  in  the  industry,  obviously  anonymously,  about 
what  the  issue  was,  that  it  was  anywhere  from  $250,000  to 
$350,000,  conservatively,  for  this  effort.  That  would  include  getting 
the  names,  making  the  calls,  sending  out  the  45,000  telegrams, 
sending  out  about  33,000  follow-ups  to  the  individuals  who  sent  the 
telegrams. 

The  question  I  really  had  was  really  the  process  by  which  this 
was  done.  These  people  never  saw  a  piece  of  paper  explaining  this 
issue  to  them.  They  received  a  phone  call  sa3dng  "There  is  a  bill 
out  there  that  will  affect  the  cost  of  home  ownership.  Would  you 
like  to  sign  a  petition?  We  are  calling  on  behalf  of  the  Fannie  Mae." 
That  is  the  essence  of  the  script  that  I  have  looked  at,  which  you 
have  provided  to  me. 

It  seems  to  me  that  the  normal  process  is  that  someone  gets  a 
letter  first  explaining  an  issue  that  is  this  complex.  Clearly  it  is 
complex.  There  is  a  lot  of  disagreement  about  what  should  be  done. 
It  is  also  extremely  important.  And  the  follow-up  phone  call  is  if 
you  don't  respond  or  if  you  want  to  follow  up  and  encourage  people 
to  sign  the  petition,  but  the  normal  process  is  to  provide  a  piece 
of  paper  first. 

Mr.  Manzullo.  At  least  it  is  in  front  of  them. 

When  the  people  received  the  phone  call,  they  were  told  it  was 
on  behalf  of  a  Coalition  for  Home  Ownership.  I  inquired  of  Fannie 
Mae  as  to  if  they  are  the  only  ones  behind  this,  how  one  organiza- 
tion could  be  part  of  a  coalition,  and  there  was  no  response  to  that. 

I  am  also  concerned  over  the  fact  that  this  could  be  a  violation 
of  false  advertisement  under  the  FTC  or  could  indeed  be  an  action- 
able tort  for  invasion  of  privacy  whenever  a  person's  name  is  used 
without  their  authority  for  commercial  purposes. 

It  just  really  bothers  me  that  even  before  getting  to  the  merits 
of  Mr.  Baker's  bill  that  we  have  to  go  through  this  fight  with 
Fannie  Mae  to  have  them  square  up  and  be  totally  honest  with  us. 

To  this  date,  they  have  not.  I  received  a  four-page  letter  from  Mr. 
Raines  that  tries  to  explain  all  of  these  things,  and  all  he  can  say 
in  that  letter  is  the  fact  that  "I  should  have  contacted  you  in  ad- 
vance to  let  you  know  these  were  coming.  For  that,  you  have  my 
sincere  apology;  that  I  understand  why  you  would  be  concerned  if 
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some   people   you   represent   were   not   sent   confirming  letters.    I 
apologize  if  this  was  the  case." 

It  goes  on  to  talk  about  the  computers  that  were  used,  the  people 
that  were  involved,  and  so  forth,  but  most  interesting  is  the  fact 
that  he  said  that  "we  cannot  reveal  proprietary  information." 

The  proprietary  information  is  the  2,000  letters  that  he  sent  to 
us.  There  certainly  was  no  reticence  to  send  to  us,  falsified  and 
misleading,  the  proprietary  information.  So  I  had  to  use  you  to  be 
able  to  make  this  estimation,  because  Fannie  Mae  simply  has  not 
been  square  with  me. 

Thank  you. 

Chairman  Baker.  Thank  you,  Mr.  Manzullo. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman.  I  am  not  going  to  say 
anything  about  Louisiana  or  all  of  that. 

Chairman  Baker.  Thank  you. 

Mr.  Bentsen.  I  think  it  all  goes  without  saying. 

Let  me  thank  you  again  for  having  these  hearings.  I  do  want  to 
quickly  go  back  to  the  Hinchey  amendment  before  I  go  into  another 
line  of  questioning,  because  it  is  fascinating  that  at  the  time  when 
this  subcommittee,  under  the  Chairman's  leadership,  is  taking  a 
very  hard  look  at  the  GSEs  and  in  particular  we  are  all  waiting 
with  great  anticipation  the  final  rules  from  OFHEO,  and  we  know 
that  OFHEO  is  receiving  numerous  comments  on  their  proposed 
regs  and  trying  to  go  through  that,  and  whether  you  support  the 
Chairman's  bill  or  some  variation  thereof  or  not  at  all,  I  think  all 
of  us  want  to  at  least  get  some  handle  on  the  law  that  Congress 
passed  in  1992,  that  we  would  certainly  want  to  provide  them  with 
ample  resources. 

So  I  am  glad  to  hear  what  the  members  of  the  panel  had  to  say. 

I  do  want  to  ask  Mr.  Sepp,  with  at  least  some  grain  of  serious- 
ness you  said  that  you  would  support  that  amendment.  Is  that 
right? 

Mr.  Sepp.  Yes. 

Mr.  Bentsen.  Would  it  be  fair  to  say  then  that  the  National  Tax- 
payers Union  would  not  score  that  as  increased  spending  on  the 
annual  survey  that  you  all  like  to  do?  Or  are  you  authorized  to 
make  that  commitment  at  this  point  in  time? 

Mr.  Sepp.  Well,  that  decision  is  actually  made  by  three  people  in 
our  office.  My  view  would  be  that  it  is  imposing  a  regulatory  parity 
with  private  agencies  and  in  that  respect  it  could  or  it  could  not 
be  scored.  I  can't  imagine  that  it  would  be  significantly  scored 
among  the  200  or  so  votes  that  we  would  include  in  our  rating  of 
Congress  given  the  fact  that  a  lot  of  votes  in  Congress  occur  over 
billions  rather  than  millions  of  dollars. 

Mr.  Bentsen.  I  see.  In  this  debate,  would  the  panel  tell  me,  do 
you  believe  that  Fannie  Mae  and  Freddie  Mac,  which  are  both  Gov- 
ernment-created entities,  congressional-created  entities,  some 
might  argue  monsters  that  we  created,  do  you  believe  that  they 
have  achieved  their  initial  mission  as  Congress  set  out  to  do? 

Mr.  Smith.  Congressman,  I  think  that  the — actually  the  article 
I  appended  to  my  testimony,  the  one  by  the  Freddie  Mac  chief 
economist,  more  or  less  argues  that  the  original  purposes  of  these 
organizations  have  been  achieved.  They  were,  after  all,  created 
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when  there  was  no  abihty  to  have  a  nationwide  banking  system  or 
an  S&L  system.  We  had  State  regulations  which  balkanized  the  in- 
dustry, and  therefore  they  basically  were  there  to  achieve  some  of 
the  deficiencies  that  other  Government  policies  had  made  impos- 
sible. 

Those  are  gone.  The  ability  of  S&Ls  and  other  institutions  to 
raise  money  by  being  able  to  raise  interest  rates  is  present  today. 
So  the  original  purposes  are  gone.  The  real  question  is,  are  we  in- 
venting new  purposes?  And  I  think  the  answer  is  we  are,  and  I 
think  those  are  dangerous,  because  they  lead  us  into  unchartered 
waters. 

So,  yes,  I  think  they  have  done  what  they  were  supposed  to  do. 
Whether  that  was  right  or  wrong,  or  there  were  other  ways  of 
achieving  that,  we  ought  to  go  ahead  now  and  get  these  off  the  tax- 
payers' backs. 

Mr.  Bentsen.  Anyone  else? 

Mr.  SCHATZ.  Mr.  Bentsen,  I  would  also  agree  that  if  you  look  at 
the  strict  chartered  mission,  that  that  is  the  case.  And  when  you 
are  talking  about  going  out  to  Home  Depot  and  you  are  going  out 
and  doing  home  equity  loans,  that  those  kind  of  things  require  the 
kind  of  oversight  and  careful  thought  that  you  all  are  giving  this 
now.  Whether  that  is  something  they  should  or  shouldn't  do,  some- 
body should  be  taking  a  look  at  what's  going  on.  Again,  you  have 
this  conflict  that  was  identified  sixteen  years  ago,  and  I  guess  even 
longer  by  some  other  groups,  that  you  have  a  profit  motive  and  you 
have  a  taxpayer-based  or  congressionally-based  mission  that 
seemed  to  be  in  conflict.  So  at  some  point  they  do  separate. 

In  reading  the  article — if  you  give  me  one  more  second,  in  read- 
ing the  article  about  what  Freddie  Mac  is  talking  about  in  the  pa- 
pers Monday,  they  were  going  to  keep  the  GSE  strictly  limited  to 
mortgages,  period,  and  the  other  types  of  investments  that  they 
would  make  would  be  totally  separate  and  private.  So  there  is  a 
recognition  that  there  is  a  separation  of  those  two  purposes. 

Mr.  Smith.  Also  there  was  an  example,  an  earlier  example,  the 
Interstate  Commerce  Commission  was  created,  of  course,  much  ear- 
lier in  history  to  regulate  transportation  rates  and  at  a  certain 
point  the  leadership  of  that  institution,  along  with  a  lot  of  other 
American  interests,  decided  that  it  was  time  to  abolish  that  agency 
and  allow  rates  and  transportation  to  be  set  by  buyers  and  sellers. 

I  think  that  was  a  wise  move,  ,and  it  was  done  in  part,  because 
of  the  leadership  of  the  ICC. 

One  could  hope  that  Franklin  Raines  will  begin  to  show  that 
leadership  in  Fannie  Mae. 

Mr.  Bentsen.  My  time  unfortunately  has  run  out.  I  hope  we  will 
have  a  second  round  of  questioning,  because  you  didn't  completely 
answer  my  question.  I  think,  Mr.  Smith,  you  started  to. 

But  I  think  what — if  I  can  infer  from  what  you  said,  is  that  in 
terms  of  the  Congress  being  able  to  leverage  private  capital  mar- 
kets for  the  creation  of  a  secondary  market  system  and  a  stable 
supply  of  mortgage  credit  at  a  somewhat  stable  rate,  that  leverage 
has  worked. 

I  don't  think  anybody  said  that  it  hasn't  worked.  In  fact,  I  think 
what  I  am  hearing  from  those  who  are  concerned  is  that  maybe  it 
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has  worked  too  well,  to  the  detriment  of  some  others.  That  leads 
me  to  another  line  of  questioning. 

Mr.  Chairman,  I  will  wait  until  the  next  round  of  questioning. 
Thank  you. 

Chairman  BAKER.  Thank  you,  Pvlr.  Bentsen. 

Mr.  Terry.  Excuse  me,  I  had  one  other  piece  of  business.  Mr. 
Manzullo  had  asked  that  his  letter  to  Mr.  Raines  and  Mr.  Raines' 
response  to  his  initial  request  be  made  a  part  of  the  record. 

Without  objection,  it  would  be  made  a  part  of  the  record. 

Thank  you,  Mr.  Manzullo. 

[The  information  can  be  found  on  page  279  in  the  appendix.] 

Chairman  Baker.  Mr.  Terry. 

Mr.  Terry.  No  questions. 

Chairman  Baker.  Mr.  Toomey. 

Mr.  Toomey.  Thank  you,  Mr.  Chairman.  I  would  like  to  thank 
our  witnesses  for  testifying  today. 

A  couple  of  lines  of  questioning  that  I  would  like  to  pursue.  One 
is,  if  any  one  of  you  could  help  me  with  this  issue  of  quantifying 
in  sort  of  a  pragmatic  or  meaningful  way  the  risk  of  loss  to  the  tax- 
payers. The  reason  I  mention  this  is  we  can  easily  quantify  the  ex- 
tent of  Government-sponsored  enterprise  debt,  guarantees  of  debt, 
outstanding  obligations,  but  as  we  all  know,  those  obligations  are 
collateralized  with  quite  a  lot  of  collateral  in  the  form  of  home 
mortgages. 

Now,  there  is  still  a  significant  risk,  but  I  am  wondering  if  there 
has  been  any  systematic  effort  to  say  under  various  scenarios  what 
kind  of  actual  loss  could  be  expected  to  be  incurred.  And,  therefore, 
rather  than  just  looking  at  the  total  face  value  of  outstanding  debt, 
what  is  the  actual  risk  that  the  taxpayers  are  potentially  on  the 
line  for? 

Any  thoughts  on  that? 

Mr.  Smith.  It  is  hard.  The  article  by  the  Freddie  Mac  one  basi- 
cally is  a  very  honest  article,  I  think,  and  I  commend  it  to  you.  It 
basically  says  we  understand  there  is  a  systemic  risk  here.  We  un- 
derstand there  is  a  moral  hazard,  and  putting  a  precise  number  to 
it  is  very  difficult. 

The  other  piece  I  recommended,  the  EAI  one,  again  looks  at  the 
total  outstanding  debt,  discusses  some  of  the  moral  hazard  aspects 
and  essentially  suggests  that  it  is  large  and  growing  and  will  grow 
particularly  if  we  move  outside  of  the  traditional  mortgage  market. 
But,  again,  I  don't  think  anyone  is  very  comfortable  with  a  precise 
number.  It  would  be  nice  if  we  had  that.  I  don't  think  we  do. 

That  is  what  markets  are  really  for,  to  try  to  have  someone  who 
has  their  money  at  stake,  not  taxpayer  money  at  stake,  to  make 
that  assessment  for  us. 

Mr.  Sepp.  I  would  also  recommend  this  report,  "Origins  and 
Causes  of  the  S&L  Debacle,"  as  it  discusses  in  detail  the  proportion 
of  savings  and  loan  institutions  that  experienced  financial  difficul- 
ties and  the  portion  of  the  industry  that  eventually  was  subject  to 
the  taxpayer  bailout. 

I  can't  locate  the  fraction  very  quickly,  but  I  believe  it  was  some- 
thing on  the  order  of  30  percent.  So  if  you  infer  from  a  $200  billion 
taxpayer  bailout  or  so,  you  are  talking  about  a  potential  of  some 
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$600  billion  in  assets  and  $200  billion  of  which  eventually  became 
subject  to  repayment. 

Mr.  Smith.  It  should  be  noted  in  that  case,  the  S&Ls  are  a  good 
example,  I  think  it  is  good  to  bring  that  up,  because  the  real  disas- 
ters did  not  occur  before  the  crisis.  They  occurred  when  the  crisis 
was  perpetuated,  allowed  to  continue,  because  of  the  so-called  for- 
bearance period  when  it  was  politically  difficult  to  close  the  doors 
of  some  of  these  poorly  managed  institutions. 

We  only  have  two  of  these  big  entities  out  there  now  and  the  po- 
litical pressures  to  forebear  in  these  cases  would  be  massive,  and 
since  they  are  so  dominant  in  these  fields,  moving  from  relatively 
stable  to  total  instability  could  happen  very,  very  quickly  in  today's 
electronic  financial  market. 

Mr.  SCHATZ.  Let  me  say  one  thing  as  well,  Congressman,  and 
that  is  that  the  increase  in  risk  goes  along  with  the  changes  in  the 
types  of  investments.  For  example,  going  from  mortgages  to  deriva- 
tives to  home  equity  lines  and  home  improvement  loans,  other 
things  that  both  Fannie  Mae  and  Freddie  Mac  are  looking  at  or  are 
trying  to  get  into,  that  adds  to  their  risk.  Again,  it  is  hard  to  put 
a  number  on  it.  I  think  it  would  be  useful  if  the  subcommittee 
would  take  a  look  at  that,  because  we  are  all  interested  in  that  an- 
swer. 

Mr.  TOOMEY.  I  think  it  is  important  to  have  some  methodology 
for  assessing  that,  because  what  we  are  doing  with — I  mean,  in  the 
big  picture  what  we  are  saying  is  that  we  are  making  a  conscious 
decision  for  taxpayers  to  take  a  risk,  and  a  risk  involves  a  cost.  I 
mean,  there  is  a  value  to  that  risk,  as  we  see  in  the  marketplace 
every  day.  When  you  take  risks,  you  get  rewarded  for  it. 

The  taxpayer  is  not  being  directly  rewarded.  The  idea  is  that  the 
reward  comes  in  the  form  of  lower  mortgage  rates,  and  we  can 
measure  that.  We  can  measure  the  extent  to  which  we  have  lower 
mortgage  rates,  but  if  we  don't  know  the  risks  we  are  taking  we 
don't  know  whether  the  taxpayer,  our  society  in  general,  is  getting 
an  adequate  return  for  this,  which  leads  me  to  my  next  question. 
Mr.  Raines  testified  before  this  subcommittee,  and  in  separate  con- 
versations he  has  indicated  to  the  subcommittee  and  to  me  person- 
ally that  100  percent  of  the  benefit  of  the  savings  that  is  derived 
from  the  implicit  backing  of  the  taxpayer,  100  percent  of  that  is 
passed  on  in  the  form  of  lower  mortgage  rates. 

Now,  that  strikes  me  as  extremely  counterintuitive,  especially 
given  the  prima  facie  evidence  of  the  spectacular  returns  that 
Fannie  Mae  has  earned  in  terms  of  returns  on  equity. 

I  believe  from  earlier  comments,  that  you  folks  are  estimating 
that  it  is  actually  anywhere  from  a  third  to  a  half  goes  to  share- 
holders and  not  directly  passed  on  in  the  form  of  lower  mortgages. 
I  am  wondering  what  kind  of  methodology  do  you  believe  we  ought 
to  use  to  analyze  that  question  and  be  able  to  quantify  how  much 
of  this  benefit  is  going  to  the  people  who  own  stock  in  Fannie  Mae 
versus  those  who  want  to  buy  a  home? 

Chairman  Baker.  And  you  can  do  that  briefly. 

Mr.  ScHATZ.  The  Congressional  Budget  Office  has  done  that  and, 
of  course,  there  is  disagreement  with  how  they  have  done  it,  but 
I  haven't  seen  an3^hing  different  that  indicates  that  they  are 
wrong  other  than  Fannie  and  Freddie  saying  that  they  are  wrong. 
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Of  course,  you  could  look  at  a  lot  of  these  other  investments  as 
other  ways  that  if  their  profit  increases  they  could  pass  it  on  to  the 
shareholders  as  well.  Just  to  get  quickly  to  the  State  and  local  tax 
exemption,  for  example,  if  they  paid  State  and  local  taxes  they 
would  simply  be  less  profitable  versus  saying  that  they  are  going 
to  increase  mortgage  rates.  It  is  kind  of  the  Washington  Monument 
S3mdrome.  When  you  threaten  to  close  down  the  Government,  the 
first  thing  they  close  is  the  Washington  Monument,  because  that 
is  the  thing  people  see,  and  everybody  gets  all  upset,  but  there  are 
a  lot  of  ways  to  do  this  that  would  increase  the  opportunities  for 
homeowners  and  maybe  not  make  them  quite  as  profitable. 

Mr.  Smith.  The  0MB  has  an  office  that  tries  to  estimate  the 
level  of  these  risks  on  on-budget  entities,  and  I  would  suggest  you 
ask  the  OMB's  office  that  tries  to  estimate  for  like  GNMA  to  figure 
out  how  to  do  it  for  this  one. 

But  remember,  there  is  also  another  big  cost.  We  lower  the  rates 
for  sort  of  politically  preferred  housing,  middle  and  upper  class 
housing,  but  we  increase  the  capital  cost  for  small  businesses  and 
an  array  of  other  ones  that  are  pushed  down  the  queue. 

There  is  no  creation  of  capital  by  Fannie  Mae  and  Freddie  Mac. 
It  is  just  moved  around.  Where  you  help,  you  also  hurt.  I  think  we 
ought  to  estimate  those  harms,  as  well  as  the  benefits. 

Mr.  TOOMEY.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  We  will  come  back  around  to  a  second  round 
since  we  have  a  limited  number  of  Members. 

Mrs.  Jones. 

Mrs.  Jones.  Yes.  Good  morning. 

Mr.  Schatz,  are  you  saying  that  Fannie  Mae  and  Freddie  Mac 
have  outlived  their  usefulness?  And  I  need  short  answers.  We  have 
five  minutes  and  I  am  going  to  cross-examine.  No  long  answers, 
please. 

Mr.  Schatz.  I  noticed  that  last  week,  Mrs.  Jones. 

Mrs.  Jones.  Good. 

Mr.  Schatz.  Their  purpose  is  still  valid.  The  question  is  whether 
they  are  the  appropriate  vehicles  to  perform  that  purpose. 

Mrs.  Jones.  If  they  are  not,  who  should  perform  that  purpose? 

Mr.  Schatz.  We  haven't  had  the  opportunity  to  have  the  private 
sector  get  into  those  areas,  because  they  have  pretty  much  fore- 
closed anyone  from  entering  that  market. 

Mrs.  Jones.  So  you  are  saying — you  suggest  that  the  private  sec- 
tor should  perform  the  mission  of  Fannie  Mae  and  Freddie  Mac? 

Mr.  Schatz.  They  could.  They  could  try. 

Mrs.  Jones.  They  could? 

Mr.  Schatz.  They  could. 

Mrs.  Jones.  And  they  would  do — would  they  lower  housing  costs 
if  the  private  sector  did  so? 

Mr.  Schatz.  This  is  a  little  bit  of  an  answer  to  Mr.  Toomey.  If 
you  had  an  institution  that  was  truly  nonprofit  and  you  passed  on 
all  of  your  subsidies  to 

Mrs.  Jones.  No,  don't  give  me  that. 

Mr.  Schatz.  Well,  nonprofit 

Mrs.  Jones.  The  question  I  asked  is,  could  they  lower  housing 
costs? 

Mr.  Schatz.  They  could. 
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Mrs.  Jones.  How? 

Mr.  SCHATZ.  If  there  was  a  goal  of  an  organization  to  provide  the 
lowest  possible  mortgage  rates  at  the  least  possible  profit,  they 
could  do  it. 

Mrs.  Jones.  Now,  are  you  suggesting  that  Fannie  Mae  or 
Freddie  Mac  are  poorly  managed? 

Mr.  ScHATZ.  No.  We  are  saying  that  they  are  managed  in  conflict 
with  two  missions,  one  of  which  is  to  produce  profit;  the  other  of 
which  is  to  provide  better  mortgage  liquidity. 

Mrs.  Jones.  Do  you  find  that  that  happens  in  other  organizations 
as  well? 

Mr.  SCHATZ.  Sure,  it  does. 

Mrs.  Jones.  OK.  Now  let  me  go  to  who  would — currently,  Fannie 
Mae  does  not  make  any  mortgages  itself,  correct?  The  mortgage  is 
made  by  the  banking  institutions,  correct? 

Mr.  SCHATZ.  Correct. 

Mrs.  Jones.  OK.  The  banking  institutions  are  saying  that  Fannie 
Mae  doesn't  buy  all  of  the  mortgages  that  we  make  and  we  think 
that  is  unfair;  that  is  part  of  this  whole  discussion  about  reorga- 
nizing the  GSEs,  correct? 

Mr.  SCHATZ.  Correct. 

Mrs.  Jones.  What  do  you  believe  Fannie  Mae  should  do  dif- 
ferently in  order  to  respond  to  the  banking  institutions'  claim  that 
they  are  not  buying  the  mortgages  that  sit  on  their  shelves  and  are 
causing  dollars  to  be  stuck  in  these  large  companies?  Do  you  un- 
derstand my  question? 

Mr.  SCHATZ.  Yes.  It  works  both  ways,  because  if  Fannie  Mae 
doesn't  buy  the  mortgage  it  usually  doesn't  get  made.  They  essen- 
tially determine  what  mortgages  are  created  by  the  banks. 

Mrs.  Jones.  It  doesn't  get  made  by  the  banking  institutions? 

Mr.  SCHATZ.  Right. 

Mrs.  Jones.  It  doesn't  get  made  by  the  prime? 

Mr.  SCHATZ.  Right. 

Mrs.  Jones.  Because  the  subprimes  are  out  there  making  the 
mortgages  that  the  prime  banks  won't  make,  correct? 

Mr.  SCHATZ.  That  is  correct. 

Mrs.  Jones.  Maybe  I  want  to  move  on.  How  much  time  do  I  have 
left,  two  minutes? 

Chairman  Baker.  Two  minutes. 

Mrs.  Jones.  OK.  Let  me  talk  with  Mr.  Sepp  for  a  minute.  What 
is  the  position  of  the  National  Taxpayers  Union  on  the  issue  I  just 
raised  with  Mr.  Schatz?  Should  a  private  entity  perform  the  serv- 
ices that  Fannie  Mae  is  currently  providing? 

Mr.  Sepp.  Yes. 

Mrs.  Jones.  And  how  would  that  private  entity — how  would  you 
improve  home  ownership  rates  if  a  private  entity  were  in  that  posi- 
tion? 

Mr.  Sepp.  Through  the  competitive  advantages  of  the  market- 
place. 

Mrs.  Jones.  Be  a  little  more  specific  with  me.  Don't  be  so  cute, 
OK? 

Mr.  Sepp.  When  firms  compete  with  each  other  for  business  in 
an  unfettered  environment,  they  tend  to  deliver  the  best  possible 
product  at  the  lowest  possible  price. 
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Mrs.  Jones.  You  are  suggesting  that  Fannie  Mae  operates  in  an 
unfettered  environment?  Or  a  fettered  environment? 

Mr.  Sepp.  Yes. 

Mrs.  Jones.  What  is  the  fettered  environment? 

Mr.  Sepp.  The  fettered  environment  is  an  unsecured  profit  mar- 
gin that  sociaHzes  the  risks  of  their  investments  to  taxpayers. 

Mrs.  Jones.  Isn't  it  a  fact  that  many  of  the  banking  institutions 
have  sociaUzed — what  is  the  term  you  used? 

Mr.  Sepp.  Yes,  and  that  was  a  great  contributor  to  the  banking 
crises  earUer.  Fortunately,  Congress  helped  to  address  that  by  es- 
tablishing capital  standards. 

Mrs.  Jones.  Are  you  suggesting  that  the  current  banking  institu- 
tions also  find  themselves  in  that  position? 

Mr.  Sepp.  Not  to  the  degree  that  Fannie  Mae  and  Freddie  Mac 
do. 

Mrs.  Jones.  Not  to  the  degree.  The  question  is,  do  they  find 
themselves  in  that  position? 

Mr.  Sepp.  In  a  similar  position. 

Mrs.  Jones.  Thank  you. 

Lastly,  Mr.  Smith,  in  your  commentary — there  is  not  enough 
time  here.  I  have  a  lot  of  questions. 

Chairman  BAKER.  If  you  wish  to  get  organized,  there  is  a  few 
number  of  Members  and  we  are  going  to  come  back  for  a  second 
round. 

Mrs.  Jones.  I  am  going  to  use  my  last  minute  up,  because  I  may 
have  to  leave  in  a  moment. 

This  is  Mr.  Smith's  testimony  here.  Mr.  Smith,  you  suggest  that 
H.R.  3703  is  the  means  by  whdch  we  ought  to  deal  with  the  GSE 
dilemma,  for  lack  of  a  better  term;  is  that  correct? 

Mr.  Smith.  I  actually  went  beyond  that  and  suggested  we  move 
to  full  privatization  and  provided  a  way  of  doing  that. 

Mrs.  Jones.  What  would  be  the  advantage  to  the  homeowner  for 
full  privatization? 

Mr.  Smith.  Well,  the  homeowner  is  also  a  small  businessman, 
and  other  factors.  It  would  have  a  more  rational  capital  market  in 
the 

Mrs.  Jones.  Slow  down,  again.  The  homeowner  is  what? 

Mr.  Smith.  The  homeowner  also  is  either  an  employer  or  an  em- 
ployee. They  also  have  schools  to  go  to.  They  have  other  capital 
needs,  and  they  would  have  a  more  rational  allocation  of  capital  for 
all  of  their  dreams,  not  just  the  dream  we  pick. 

Mrs.  Jones.  Wait  a  minute.  Slow  down.  Most  homeowners  are 
not  small  businesspeople. 

Mr.  Smith.  Most  homeowners  are  employed  by  someone  who  is 
either  a  small  businessman  or  large  businessman,  both  of  whom 
have  capital  needs.  Many  of  them  have  children  that  need  to  go  to 
schools,  and  those  schools  need  capital.  City  and  State  governments 
need  capital.  Everjrthing  that  we  have  a  dream  about  has  a  capital 
component,  and  we  are  distorting  capital  markets  by  this  unfortu- 
nate entity. 

Mrs.  Jones.  What  is  the  distortion? 

Mr.  Smith.  The  distortion  is  we  are  giving  them  special  privi- 
leges that  allow  them  to  put  middle  and  upper  class  housing  above 
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the  needs  of  the  poor,  above  the  needs  of  the  employees  in  America, 
above  the  needs  of  the  other  American  dreams. 

Mrs.  Jones.  You  are  suggesting  that  Fannie  Mae  and  Freddie 
Mac  don't  have  the  interests  of  low-income  at  heart? 

Mr.  Smith.  Of  course,  they  don't.  They  are  not  even  trying  to  pro- 
vide housing  in  that  area,  because  they  can  make  more  money  by 
going  after  the  low-risk  loans. 

Mrs.  Jones.  You  say  this  is  happening  across  the  country? 

Mr.  Smith.  Well,  they  are  the  ones  who  have  the  markets  for 
these  loans,  yes. 

Mrs.  Jones.  And  upon  what  statistics  do  you  base  this? 

Mr.  Smith.  The  fact  that  they  are  not  in  the  market  for  the  so- 
called  low-income  marketing  house.  You  have  to  be  much  more 

Mrs.  Jones.  Wait  a  minute.  I  am  asking  the  questions.  I  want 
short  answers. 

Mr.  Smith.  OK. 

Mrs.  Jones.  Upon  what  statistics  do  you  base  the  statement  that 
you  make? 

Mr.  Smith.  The  data  that  shows  where  they  are  making  loans 
and  are  not  making  loans.  They  are  not  in  the  so-called  subprime 
market  very  heavily  today. 

Mrs.  Jones.  Whose  data  is  this? 

Mr.  Smith.  Well,  this  is  from  all  the  stuff^well,  it  is  in  there. 
It  is  in  the 

Mrs.  Jones.  I  don't  know  what  this  is.  For  the  record,  what  are 
you  pointing  at?  For  the  record,  tell  me  what  that  is. 

Mr.  Smith.  I  am  sorry.  It  is  the  Nationalizing  Mortgage  Risks: 
The  Growth  of  Fannie  Mae  and  Freddie  Mac.  It  is  a  publication  by 
the  American  Enterprise  Studies  of  Financial  Market  Deregulation 
by  Peter  J.  Wallace.  It  has  a  tremendous  number  of  tables  of  where 
Fannie  and  Freddie  are. 

Mrs.  Jones.  Did  you  bring  those  for  us? 

Mr.  Smith.  I  have  asked  that  they  be  made  a  part  of  the  record. 

Chairman  Baker.  They  have  been  made  a  part  of  the  record. 

Mrs.  Jones.  Thank  you. 

Chairman  Baker.  If  I  may,  Mrs.  Jones. 

Mrs.  Jones.  I  said  thank  you.  I  am  done. 

Chairman  Baker.  OK.  Great. 

Mr.  Ryan. 

Mr.  Ryan.  Thanks  for  coming  today,  guys.  I  wanted  to  focus  on 
one  narrow  aspect  of  the  whole  GSE  issue,  and  that  is  the  repur- 
chasing of  mortgage-backed  securities. 

Mr.  Schatz,  I  was  able  to  hear  your  opening  statement  and  you 
talked  about  the  repurchasing  of  mortgage-backed  securities.  I 
don't  think  the  people  at  Fannie  Mae  and  Freddie  Mac  are  bad  peo- 
ple. I  just  think  there  is  a  conflicting  mission,  two  missions,  a 
shareholder  mission  and  a  Government  mission.  So  it  is  the  struc- 
ture of  the  entities  that  is  giving  the  conflict  that  is  cause  for  these 
hearings.  It  is  not  bad  motives,  bad  people.  It  is  just  a  strange 
structure  that  tears  them  in  two  different  directions. 

On  the  mortgage-backed  securities,  I  am  still  trying  to  find  out 
how  repurchasing  30  percent  of  your  mortgage-backed  securities  is 
critical  to  fulfilling  the  mission  of  home  ownership  and  securitizing 
the  secondary  market,  number  one.  Number  two,  it  poses  a  new 
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kind  of  risk  on  the  books.  It  poses  an  interest  rate  risk,  a  prepay- 
ment risk  on  the  book  of  business. 

What  I  would  Uke  each  of  you  three  to  identify  and  discuss  is, 
as  you  analyze  this,  as  you  analyze  the  safety  and  soundness  and 
the  risk  that  is  posed,  does  moving  from  4  percent  of  repurchasing 
or  retaining  your  mortgage-backed  securities  in  1993  to  30  percent 
repurchasing  and  retaining  of  your  mortgage-backed  securities,  re- 
spectively for  Freddie  and  Fannie  today,  pose  a  new  kind  of  risk 
regardless  of  the  kinds  of  hedging  devices  that  may  be  available  in 
the  marketplace  and  is  that  mission  critical?  Does  that  do  some- 
thing to  put  people  into  more  homes,  or  is  that  more  of  a  profit  mo- 
tivated action  by  the  GSEs? 

I  will  start  with  you,  Tom,  and  go  through. 

Mr.  SCHATZ.  Thank  you,  Mr.  Ryan.  Clearly,  if  you  look  at  the 
structure  of  the  GSEs  and  their  original  mission,  it  was  to  buy  the 
mortgages,  not  mortgage-backed  securities.  So  we  talked  briefly 
with  Mr.  Bentsen  and  others  about  the  purpose  and  whether  they 
have  exceeded  or  outlived  their  purpose.  That  is  related  to  pro- 
viding an  increase  in  profit,  not  all  of  which,  of  course,  has  gone 
back  to  homeowners;  it  has  gone  to  shareholders.  So  this  is  a  ques- 
tion the  subcommittee  should  be  discussing  and  I  am  certainly 
pleased  you  have  brought  it  up,  but  I  don't  know  how  it  is  directly 
related  to  the  mission. 

Mr.  Sepp.  I  am  certainly  at  a  loss  as  to  its  direct  relationship  to 
the  mission.  I  would  also  say  that  that  sort  of  risky  practice,  along 
with  derivatives  and  the  like,  may  be  perfectly  acceptable  in  a  pri- 
vate lending  firm  or  any  other  financial  management  firm,  but 
when  there  is  an  implicit,  full  taxpayer  guarantee,  we  need  to  look 
more  carefully  at  that. 

Mr.  Smith.  Essentially,  Fannie  and  Freddie  were  created  to  cre- 
ate a  securitization  market,  a  secondary  market.  They  did  that  be- 
cause other  Government  policies  made  it  hard  for  a  private  entity 
to  do  that. 

There  is  plenty  of  ability  in  the  private  sector  to  create  secondary 
markets  now.  We  don't  need  the  Fannie  and  Freddie  anymore.  Why 
are  they  in  this  market?  They  are  in  this  market  because  it  allows 
them  to  make  money.  It  is  a  product  they  can  buy  with  cheap 
money  and  sell  at  real  money  rates. 

It  is  not  the  mortgages  that  count.  They  could  be  buying  any- 
thing. They  could  be  buying  McDonald's  franchises  and  would  be 
able  to  make  money.  If  you  can  use  cheap  money  and  sell  at  real 
market  rates,  anything  you  buy  you  are  going  to  make  money  on. 
It  doesn't  take  brains;  it  only  takes  subsidies. 

Mr.  Ryan.  Some  people  have  compared  this  to  the  S&L  crisis.  I 
don't  know  if  that  is  accurate  or  not,  but  I  would  like  to  go  down 
this  road  a  little  bit  further.  By  keeping  these  mortgage-backed  se- 
curities in  their  portfolio,  are  the  GSEs  becoming  more  like  the  big- 
gest S&Ls,  doing  asset  liability  management,  than  a  mortgage  con- 
duit between  originators  and  investors?  Do  you  see  a  similar  com- 
parison, an  interest  rate  risk?  Do  you  see  that,  but  on  a  much, 
much  larger  scale,  because  we  are  talking  about  trillions  of  dollars, 
not  billions  of  dollars  here?  Do  you  think  that  that  is  an  accurate 
comparison  to  make? 
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Mr,  Sepp.  I  am  afraid  it  is.  I  would  pick  up  on  Fred's  point  ear- 
lier that  interest  rates  are  such  a  volatile  kind  of  economic  indi- 
cator that  you  don't  know  that  the  liabilities  are  on  the  books,  that 
the  bailout  is  staring  you  in  the  face  until  it  is  too  late.  Having 
stopgaps  in  place,  having  transparency  in  place  to  catch  this  situa- 
tion before  it  blows  up  in  our  face,  that  is  the  important  thing. 

Mr.  Smith.  The  reason  that  they  are  taking  back  these  MBSs  is, 
because  when  you  are  willing  to  assume  risk  you  can  make  profits 
out  of  it.  You  get  paid  to  take  risks. 

What  they  have  done  is  they  are  getting  the  profits,  but  they  are 
not  taking  the  risk.  That  is  the  perversity  in  this  situation.  That 
is  the  obscenity  of  Fannie  and  Freddie. 

Mr.  Ryan.  What  the  GSEs,  and  I  don't  want  to  put  words  in 
their  mouth,  I  think  what  they  will  tell  you  and  I  think  this  is 
what  Mr.  Burns  or  Mr.  Raines  said  last  time  we  asked  them  this 
question,  is  that  it  ends  up  reducing  interest  rates,  that  the  retain- 
ing or  repurchasing  of  mortgage-backed  securities  reduces  interest 
rates  by  a  small  number  of  basis  points. 

I  find  that  when  you  look  at  the  econometric  miles  that  support 
that  statement,  it  is  not  an  analysis  of  just  the  retaining  of  mort- 
gage-backed securities,  but  it  is  an  analysis  of  the  entire  secondary 
market  and  the  retention  of  mortgage-backed  securities.  So  I  won- 
der what  the  reduction  in  interest  rates  is  attributed  solely  to  re- 
ducing or  retaining  mortgage-backed  securities?  I  think  that  is 
something  that  we  ought  to  take  a  look  at. 

I  see  the  time  has  run  out.  I  yield. 

Chairman  Baker.  Thank  you,  Mr.  Ryan.  I  intend  on  this  next 
round  to  pursue  further  the  mortgage-backed  issue  as  well. 

I  think  all  Members  on  this  side  have  been  recognized  once.  Mr. 
Royce  would  be  recognized,  regular  order. 

Mr.  ROYCE.  I  appreciate  that,  Mr.  Chairman. 

Another  aspect  of  GSE  expansion  is  what  is  happening  with  the 
Federal  Home  Loan  Banks  with  the  Chicago  program.  One  of  the 
things  I  wanted  to  look  at,  or  ask  the  panel  about,  is  with  the  new 
expanded  powers  from  the  Gramm-Leach-Bliley  bill,  are  we  con- 
cerned about  what  is  happening  with  that  Chicago  program?  I  have 
a  copy  of  a  Barron's  article  entitled,  "House  Odds,  Critics  Say 
Home  Loan  Banks'  Mortgage  Program  Puts  System  at  Risk." 

I  thought  I  would  just  quote  a  couple  of  lines  out  of  the  article 
and  then  ask  the  panel  for  their  observations. 

One  piece  from  the  article  says:  "Chairman  Bruce  Morrison  of 
the  Federal  Housing  Finance  Board,  which  oversees  the  Federal 
Home  Loan  banks,  predicts  that  the  volume  of  these  loans  will  hit 
$100  billion  in  two  years,  because  he  is  going  to  lift  the  cap."  It 
says  that  "lifting  the  cap  on  MPF  will  be  his  last  official  act  before 
Morrison  quits  June  30th." 

The  article  goes  on  to  say  that  "mortgage  market  worry-warts 
with  whom  we  spoke" — that  might  be  you  gentlemen — it  says  that 
they  "believe  some  of  the  banks  are  skimping  on  interest  rate 
hedges  on  mortgage  partnership  finance  loans  to  fatten  their  own 
bottom  lines.  Each  bank  decides  how  much  risk  it  wants  to  take. 
Critics  say  the  banks  are  leaving  two-thirds  of  loans  naked  or 
unhedged  on  the  assumption  that  they  will  all  be  paid  off  in  five 
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to  ten  years.  Such  prepayments  are  common,  owing  to  the  propen- 
sity of  homeowners  to  move  or  refinance. 

"Another  problem,  say  these  worriers,  Hes  in  the  bank's  report- 
ing. They  don't  mark  their  portfoHos  to  market,  because  if  a  bank's 
loan  portfolio  pulls  the  institution  under  water,  lenders  might  hear 
about  it  and  pull  out  with  their  stock  and  thus  leave  Uncle  Sam 
to  clean  up  the  mess. 

"The  system's  own  regulator,"  it  goes  on,  "has  proposed  tougher 
risk-based  capital  standards  for  the  Home  Loan  banks.  Memories 
of  the  collapse  of  the  federally-insured  thrift  system  are  apparently 
still  fresh  in  Washington." 

So  let  me  ask  about  this  particular  type  of  GSE,  as  well  and  your 
observations  on  this  Chicago  program,  if  I  could. 

Mr.  SCHATZ.  I  think,  Mr.  Royce,  based  on  what  you  just  said, 
clearly  there  are  concerns  about  having  these  loans  out  there  de- 
pending on  people  refinancing  over  a  period  of  time.  Obviously,  if 
interest  rates  go  up  there  won't  be  as  much  refinancing  and  we 
don't  know  what  the  Fed  will  do  the  next  two  times  that  they  meet, 
but  that  will  clearly  reduce  the  number  of  people  that  will  refi- 
nance, because  the  rates  will  be  higher  than  they  were  just  a  year 
or  two  ago. 

So  I  think  clearly  there  is  an  increased  risk.  Again,  greater  regu- 
lation— I  should  say  greater  oversight  is  certainly  helpful,  and  we 
appreciate  you  bringing  that  up. 

Mr.  RoYCE.  Thank  you,  Mr.  Schatz. 

Mr.  Sepp.  I  would  have  to  agree.  It  is  very  easy  to  concentrate 
just  on  Fannie  Mae  and  Freddie  Mac  and  the  matter  of  trillions  of 
dollars  of  assets  when  there  are  other  entities  that  have  a  smaller 
amount  of  assets  but  face  very  similar  problems.  I  would  think  that 
what  we  should  be  aiming  to  do  is  to  complete  the  job  that  Con- 
gress began  and  establishing  meaningful  capital  standards  for 
other  institutions  out  there  and  apply  them  toward  these  institu- 
tions. 

Mr.  Smith.  The  technical  role  played  by  these  institutions  can  be 
played  in  a  relatively  risk-free  way.  You  could  totally  hedge  all  of 
your  risks,  and  so  forth,  but  then  you  would  also  limit  your  profits 
dramatically. 

What  we  are  really  seeing  is  a  game  playing  where  they  get  in- 
volved in  activities  that  can  have  or  cannot  have  risk,  depending 
on  how  much  you  are  willing  to  push  that  risk  back  to  the  private 
sector.  They  want  it  both  ways.  They  want  the  profits,  but  they 
don't  want  the  risk,  and  that  is  the  problem  with  the  Federal  Home 
Loan  Bank  and  all  the  other  groups  in  this  area. 

Mr.  RoYCE.  I  thank  you,  Mr.  Smith. 

In  my  view,  the  best  policy  would  be  to  completely  privatize  all 
three  of  the  housing  GSEs,  Fannie,  Freddie  and  the  Federal  Home 
Loan  Bank  system,  but  by  completely  privatizing,  I  mean  any  tie 
to  the  Federal  Government  such  as  line  of  credit  and  any  form  of 
housing  goals  or  mandates.  I  think  we  need  to  recognize  that  that 
is  what  this  means  if  we  go  down  this  road. 

Frankly,  I  think  that  should  be  the  goal. 

Mr.  Smith.  Congressman,  the  Wall  Street  Journal  editorial  I 
mentioned  earlier  mentions  that  HUD  itself  is  not  very  pleased 
with  the  performance  of  these  institutions  for  the  low-income  hous- 
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ing  goals  and  I  think  that  is  quite  appropriate.  These  entities — 
when  you  get  to  the  frontier  of  a  financial — or  any  frontier,  finan- 
cial frontier  or  otherwise,  you  are  dealing  in  a  risky  environment, 
an  environment  where  a  lot  of  creative  energies  are  required.  That 
is  where  you  want  all  the  safeguards  to  be  in  place,  and  nothing 
ensures  better  investment  strategies  than  realizing  that  if  I  guess 
wrong  it  is  my  money,  not  your  money  that  is  at  stake. 

Mr.  ROYCE.  Thank  you.  I  am  going  to,  Mr.  Chairman,  for  the 
record,  if  I  could,  insert  this  Barron's  article. 

Chairman  BAKER.  Without  objection. 

[The  information  can  be  found  on  page  287  in  the  appendix.] 

Mr.  Smith.  I  read  it  too,  Congressman. 

Mrs.  Maloney,  did  you  have  questions? 

Mrs.  Maloney.  Yes,  Mr.  Chairman.  Thank  you. 

Welcome,  everyone.  It  has  been  well  established  that  there  are 
many  peripheral  benefits  of  home  ownership  in  addition  to  the  fi- 
nancial investment  that  they  represent  to  individual  families. 
Homeowners  are  more  active  in  their  communities,  they  keep  up 
their  neighborhoods  and  work  to  prevent  crime.  They  take  a  great- 
er interest  in  their  school  districts  and  they  really  contribute  more 
to  the  society,  to  their  neighborhoods,  their  villages,  their  cities. 
When  they  own,  they  are  really  more  responsible  to  their  larger  en- 
vironment. 

While  I  know  these  benefits  may  be  hard  to  measure,  surely  all 
of  you  must  agree  that  they  have  a  very  important  value  in  our 
country. 

I  think  that  it  is  important  to  take  these  values  or  the  values 
that  home  ownership  brings  into  account  when  you  consider  the 
costs  of  home  ownership  incentives  that  the  Government  has  en- 
acted. These  include  the  mortgage  interest  tax  deduction,  the  Fed- 
eral assistance  programs  and  the  benefits  that  go  to  Fannie  Mae 
and  Freddie  Mac. 

I  would  like  to  ask  the  panel  to  comment.  Are  you  opposed  sim- 
ply to  the  benefits  that  Fannie  and  Freddie  have  or  to  all  pro- 
grams. Federal,  local.  State,  even  private  sector,  that  operate  to  en- 
hance or  to  advance  home  ownership?  Do  you  acknowledge  that 
there  are  important  benefits  to  home  ownership  that  Government 
should  encourage? 

Mr.  SCHATZ.  Well,  first  of  all,  Congresswoman,  I  appreciate  your 
point  and  I  don't  want  to  be  flippant,  but  I  am  curious  to  know  if 
there  is  actually  a  list  or  an  actual  total  of  what  the  cost  of  those 
benefits  would  be.  I  don't  know  if  the  subcommittee  has  it  or  the 
full  committee  has  it,  but  how  they  compare,  for  example,  with 
other  benefits  the  Government  provides  and  what  value  we  are  get- 
ting. 

Our  point  is  to  provide,  if  the  Government  decides  affordable 
housing  as  a  goal,  the  most  effective  way  of  doing  that.  It  is  not 
clear  that  Fannie  Mae  and  Freddie  Mac  at  least  are  the  most  effec- 
tive way  of  providing  that  support  right  now. 

We  have  FHA  loans.  You  have  other  programs  throughout  the 
Government.  You  have  a  lot  of  other  ways  that  provide  people  with 
assistance,  but  certainly  the  fact  that  the  economy  is  going  well 
and  interest  rates  are  relatively  low  is  another  way  that  provides 
people  with  the  ability  to  purchase  homes. 
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There  are  certainly  a  lot  of  benefits.  Any  neighborhood  that  has 
a  lot  of  homeowners  tends  to  be  kind  of  a  better  maintained  place, 
but  I  wouldn't  want  to  insult  renters  by  saying  that  either,  because 
a  lot  of  them  are  responsible  as  well.  And  not  everybody  should 
own  a  home.  It  is  possible  that  people  are  somehow  overreaching 
by  these,  for  example,  100  percent  mortgages  that  are  being  put 
out  there  as  a  product  right  now. 

Mrs.  Maloney.  But  the  FHA  loans  also  that  you  mentioned,  then 
we  have  many,  many  programs  that  encourage  home  ownership, 
but  that  also  is  Government,  somewhat,  supported. 

So  my  question  is,  do  you  support  FHA  loans  and  say  the  tax  de- 
ductions that  we  give  to  certain  businesses  that  put  up  affordable 
housing,  or  are  you  just  opposed  to  Fannie  Mae?  That  is  my  ques- 
tion, is  it  just  opposed  to  Fannie  Mae  or  are  you  opposed  to  all  Gov- 
ernment-sponsored support? 

Mr.  SCHATZ.  I  didn't  say  we  were  opposed  to  Fannie  Mae.  I  said 
that  we  were  questioning  whether  they  were  the  most  effective  way 
of  providing  support  and  how  they  fit  in  with  all  of  these  other  pro- 
grams. There  were  clearly  concerns  last  week  at  the  hearing  about 
whether  or  not  they  are  reaching  to  the  subprime  market,  which 
I  would  assume  would  be  of  concern  to  a  lot  of  people  on  the  sub- 
committee. 

We  are  looking  for  really  an  evaluation  of  how  well  those  pro- 
grams work.  We  don't  think  there  is  enough  oversight,  period,  in 
Congress,  and  that  is  why  we  appreciate  this  effort  right  here. 

Mrs.  Maloney.  I  appreciate  Mr.  Baker's  leadership,  too. 

As  I  understand  it,  each  of  our  witnesses  on  this  panel  supports 
the  repeal  of  the  statutory  access  of  the  GSEs  to  U.S.  Treasury 
credit  lines.  Is  that  correct? 

Mr.  SCHATZ.  Yes. 

Mr.  Smith.  Well,  I  certainly  do, 

Mr.  Sepp.  Yes. 

Mrs.  Maloney.  All  of  you  do.  OK.  This  credit  line  has  never  been 
used  and  would  have  a  negligible  impact  in  saving  a  GSE  from 
large  scale  financial  losses.  As  a  result,  would  you  explain  why  it 
would  be  important  to  repeal  something  that  seems  to  be  of  little 
use  and  little  more — it  is  really  sjonbolic,  it  is  obsolete,  it  has  never 
been  used?  So  I  just  would  like  to  know  why  you  feel  so  strongly 
about  repealing  that. 

I  apologize  that  I  didn't  get  here  earlier.  We  are  having  a  debate 
on  the  floor  right  now  that  I  had  to  participate  in. 

Mr.  Sepp.  Well,  to  use  the  S&L  crises  is  just  one  analogy.  After 
the  Great  Depression  and  throughout,  say,  the  1950's,  1960's  and 
1970's,  bank  bailouts  and  S&L  bailouts  were  quite  rare.  The  de- 
posit insurance  limit  was  raised  from,  I  believe,  $30,000  for 
$100,000  per  insured  account  on  the  basis  that 

Mr.  Smith.  $5,000. 

Mr.  Sepp.  Yes,  from  $5,000,  on  the  basis  that  it  would  never  be 
used;  it  would  never  certainly  burden  taxpayers  to  the  tune  of  tens 
or  hundreds  of  billions  of  dollars;  but  it  did. 

Mr.  Smith.  The  pipeline — as  long  as  that  pipeline  is  there,  it  is 
like  it  is  very  expandable.  It  is  only  $2  billion  today.  It  could  be 
$200  billion  tomorrow,  and  that  is  exactly  what  we  saw  in  the  S&L 
crisis.  By  cutting  the  link  and  saying,  look,  you  are  out  of  the  house 
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now,  you  are  on  your  own,  you  finally  make  these  institutions  grow 
up.  It  is  the  only  way  to  do  it. 

As  long  as  they  know  that  they  have  a  line  of  credit  to  the  par- 
ents, they  are  never  going  to  be  anything  other  than  infant  indus- 
tries. 

Chairman  Baker.  Is  that  all,  Mrs.  Maloney? 

Mrs.  Maloney.  I  just  didn't  hear  from  the  first  two  panelists  on 
my  first  question,  and  I  apologize  that  I  was  not  here  to  hear  all 
of  your  testimonies,  and  I  will  read  it  tonight.  But  what  is  your 
goal?  Is  your  goal  just  over — what  are  you  trying  to  accomplish?  He 
made  clear  that  he  would  like  more  of  an  understanding  of  what 
the  benefits  are  and  a  way  to  measure  the  benefits.  I  would  like 
to  know,  is  it  your  goal  in  this? 

Mr.  Smith.  Your  question  was  a  very  good  one.  Obviously,  I  was 
the  head  of  the  Washington  Cooperative  Housing  Association,  co- 
ops in  Washington,  for  a  number  of  years.  So  I  have  a  tremendous 
belief  that  ownership  really  does  convey  all  of  the  things  that  you 
are  talking  about. 

But,  of  course,  there  are  many  ways  of  achieving  ownership.  One 
is  by  having  a  healthier  economy.  One  is  to  have  more  employment 
in  the  area,  some  of  the  things  that  were  discussed  at  last  week's 
hearing.  To  reach  into  that  process  and  pull  one  variable  out,  mort- 
gage rates,  and  not  for  all  Americans,  only  for  middle-  and  upper- 
income  Americans,  and  therefore  arguably  raising  the  price  for 
other  people  cut  out  of  those  mortgage  rates,  may  not  be  a  very  ef- 
fective way  of  conveying  the  benefits,  which  we  all  agree  of  home 
ownership. 

I  think  one  of  the  things  that  the  subcommittee  is  looking  at  is 
possibly  convening  a  study  group  or  maybe  convening  a  study 
which  will  look  into  these  things  a  little  bit  better. 

The  argument  is,  is  it  better  to  have  a  healthier  economy  over 
all  and  then  letting  people  use  that  for  home  ownership  or  what- 
ever other  dreams  they  have,  or  is  it  better  to  reach  into  that  and 
to  pull  one  privilege  from  one  committee  and  another  committee 
pulls  another  one  and  we  pull  the  capital  markets  in  too  many 
ways  and  we  make  us  all  poorer  than  we  would  otherwise  be  and 
probably  hold  down  home  ownership? 

Mr.  Sepp.  I  would  point  out,  of  course,  that  the  Tax  Foundation, 
for  example,  shows  that  a  median-income  American  family's  single 
biggest  expense  is  taxes.  More  so  than  housing,  transportation  or 
food.  I  would  argue  that  that  is  an  area  we  need  to  concentrate  on 
if  we  are  going  to  encourage  home  ownership. 

Chairman  Baker.  Thank  you,  gentlemen. 

I  would  like  to  move  on,  if  I  may,  Mrs.  Maloney.  We  will  come 
back  for  another  round. 

Mrs.  Roukema,  did  you  have  questions? 

Mrs.  Roukema.  No. 

Chairman  Baker.  I  just  want  to  go  briefly,  because  I  would  like 
to  get  to  our  next  panel,  I  know  Mr.  Bentsen  had  some  follow-ups, 
perhaps  others,  two  very  important  issues  raised  so  far,  one  with 
regard  to  the  risk  associated  with  holding  one's  own  mortgage- 
backed  securities.  It  is  a  phenomena  that  has  grown  rather  dra- 
matically over  the  most  recent  years.  I  may  be  just  rhetorically 
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asking  each  of  you  to  address  this  in  writing  at  some  subsequent 
point  for  the  subcommittee's  benefit. 

As  one  prepares  a  new  security  instrument,  if  secured  by  the 
mortgages  of  thousands  of  homes,  when  you  hold  the  whole  loan  in 
portfolio  you  have  not  only  credit  risk,  interest  rate  risk,  prepay- 
ment risk,  all  of  the  risks  associated,  that  is  probably  the  highest 
risk  one  could  have,  so  you  then  form  these  new  securities,  pass 
them  off  to  third  party  investors  and  the  third  party  investor  then 
assumes  interest  rate  risk,  decreasing  the  risk  to  the  GSE  itself. 

So  I  am  not  a  critic  of  mortgage-backed  securities  in  themselves. 
I  see  the  advantages  they  create  in  minimizing  risk  to  the  enter- 
prises. However,  when  a  third  of  one's  portfolio  is  the  repurchasing 
of  your  own  mortgage-backed  security,  I  would  presume  it  is  for  in- 
come reasons,  because  there  is  a  higher  degree  of  risk;  therefore, 
a  higher  rate  of  return  is  paid,  and  therefore  enhances  the  profit- 
ability of  the  enterprises. 

The  sale  of  a  mortgage-backed  security  does  not  create  one  new 
home  loan  for  a  consumer. 

I  would  very  much  appreciate  your  professional  staff  taking  a 
look  at  that  issue  and  giving  us  a  critique  of  those  observations. 

Second,  with  regard  to  concentration  of  bank  holdings  of  GSE  se- 
curities, there  are  in  excess  of  4,000  banks  which  hold  100  to  500 
percent  of  capital  in  GSE  securities.  That  does  not  mean  all  Fannie 
Mae  or  Freddie  Mac,  but  it  does  mean  GSE  securities. 

I  would  suggest  that  if  it  is  any  other  GSE  other  than  Fannie 
and  Freddie,  we  ought  to  really  be  concerned.  But  to  that  end,  loan 
limits  to  one  borrower  amount  to  10  percent  of  capital  not  being 
made  available  to  an  individual,  regardless  if  it  is  a  AAA-rated  cor- 
poration or  not. 

The  advisability  as  to  some  transition  rule  perhaps  charging  the 
new  regulator  with  responsibility  to  assess  the  risk,  because  if  a 
GSE  would  stumble  for  any  reason  and  market  capitalization 
would  deteriorate,  the  value  of  those  holdings  of  those  financial  in- 
stitutions— saying  it  another  way,  according  to  Gary  Gensler,  41 
percent  of  all  institutions  in  the  country  have  100  percent  of  their 
capital  invested  in  GSE  securities,  it  is  of  enormous  proportions  in 
risk  to  the  taxpayer  if  there  were  to  be  a  downturn  in  the  economy, 
a  softening  of  home  demand  and  interest  rates  tick  up.  Again,  I 
know  you  didn't  address  it  in  detail  in  your  testimony,  but  if  you 
would  make  note  and  please  give  the  subcommittee  the  benefit  of 
your  insight  on  that  subject  unless  you  just  want  to  make  a  brief 
comment. 

Mr.  Smith.  I  did  mention  in  my  remarks  today,  though,  that  we 
should  move  that  capital  out  of  other  institutions.  It  is  very  dan- 
gerous for  them  to  be  holding  so  much  of  it,  given  the  riskiness  of 
these  kinds  of  adventures.  They  are  not  Treasury  bills.  They 
shouldn't  be  treated  as  Treasury  bills. 

Chairman  Baker.  Well,  particularly  since  the  only  thing  permis- 
sible for  that  purpose  is  Treasury's  cash  or  GSE  securities.  I  would 
suggest  that  a  AAA-rated  corporate  bond  may  perhaps  be  an  equal- 
ly safe  investment  in  relation  to  a  GSE  security. 

Mr.  Smith.  Well,  people  are  looking  at  it  who  have  their  own 
money  to  risk  rather  than  the  regulators,  I  agree. 

Chairman  Baker.  Thank  you  very  much. 
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Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman.  Well,  I  would  assume, 
just  to  follow  up  on  that,  that  the  CFO  or  the  investment  analyst 
at  the  bank  that  is  making  that  investment,  I  would  certainly  hope 
they  are  looking  at  it,  although  I  have  dealt  with  a  number  of  in- 
vestment analysts  over  the  years.  Whenever  anything  goes  wrong, 
they  are  always  shocked  to  find  out  that  they  had  not  quite  looked 
at  something  as  closely  as  they  should  have. 

Mr.  Smith.  In  preparation  for  this  testimony,  some  people  from 
the  community  called  up  and  said,  "Why  are  you  against  Freddie 
and  Fannie?" 

I  said,  "Well,  I  am  not  really.  I  just  think  they  shouldn't  be  shift- 
ing risk."  I  said,  "Well,  let  me  ask  you,  would  you  be  rating  these 
groups  differently  and  recommending  you  not  be  buying  them  so 
quickly  if  you  didn't  think  there  was  a  taxpayer  line  of  credit  and 
subsidy?" 

He  said,  "Of  course  not." 

I  said,  "Aha." 

Mr.  Bentsen.  Well,  I  think  that — this  is  not  my  line  of  ques- 
tioning, but  I  think  we  do  need  to  keep  in  mind  the  fact — I  think 
the  Chairman  raises  a  very  interesting  point.  The  reason  why  GSE 
debt  is  held  is  in  part  because  it  is  considered  eligible  securities 
under  the  Bank  Holding  Company  Act.  So  it  has  the  same  standard 
as  community  bonds  and  Governments  and  others. 

I  think  it  is  a  little  bit  of  a  stretch  to  infer  that  most  banks  look 
at  this  in  the  same  way  that  they  would  Cktvernment  debt.  If  they 
do,  I  think  you  might  think  twice  about  buying  the  stock  of  that 
bank. 

Now,  I  want  to  talk  a  little  bit  about  the  secondary  market  ac- 
tions. Are  any  of  you  all  aware  of  any  other  type  of  financial  insti- 
tution engaged  in  the  secondary  market  which  buys  back  securities 
that  it  has  packaged  or  offered  for  their  own  account? 

Mr.  Smith.  We  could  come  back  to  that  question,  and  I  would 
submit  the  testimony.  Of  course,  there  are  a  lot  of  other  secondary 
mortgages.  There  are  accounts  receivable.  There  are  auto  loans  and 
other  areas.  So  there  are  markets  in  those  that  exist.  We  can  check 
and  see  whether  or  not  those  entities  buy  back  or  not. 

Mr.  Bentsen.  Anyone  else? 

Mr.  SCHATZ.  I  don't  know  offhand  of  any,  Mr.  Bentsen. 

Mr.  Smith.  Of  course  it  is  different.  They  are  bearing  their  risks 
directly,  not  through  the  taxpayers. 

Mr.  Sepp.  I  can't  imagine  that  they  would  have  such  a  high  pro- 
portion. 

Mr.  Bentsen.  I  will  answer  the  question  for  you.  I  would  think 
this  is  right,  and  I  may  stand  to  be  corrected,  but  I  think  every 
market  maker  on  Wall  Street  in  every  security  buys  back  various 
securities  that  they  offer,  and  the  reason  they  buy  them  back  is  to 
enhance  the  secondary  market  for  their  securities  and  to  enhance 
the  primary  market  foi-  their  securities. 

Now  the  question  is,  and  I  don't  think  anybody  in  the  room 
knows  the  answer  to  this  on  either  side  of  the  table,  and  it  is  an 
intellectual  question  worth  trying  to  get  an  answer  to,  is  at  what 
level  are  you  buying  your  debt  or  offering  on  the  secondary  market 
for  your  own  account  to  support  the  price  to  inure  to  the  benefit 
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of  pricing  at  the  primary  level,  or  are  you  doing  it  as  some  form 
of  an  arbitrage  play? 

But  I  don't  think  you  can  say  outright  that  this  is  some  type  of 
arbitrage  play  until  you  have  had  a  chance  to  look  at  it,  and  I 
think  that  has  been  missed,  with  all  due  respect,  by  the  panel  as 
well  as  by  Members  of  the  subcommittee. 

That  takes  us  to  a  broader  question.  And  so  I  think,  Mr.  Chair- 
man, it  might  behoove  us  to  perhaps  bring  in  some  market  experts 
and  economists  who  follow  that  type  of  activity  to  take  a  harder 
look  at  that. 

The  next  question  is  this  broader  question,  where  I  think  people 
are  going.  That  is,  are  the  GSEs,  by  the  benefit  of  their  congres- 
sional creation  and  ability  to  borrow  money  at  a  somewhat  sub- 
sidized rate,  implicit  or  whatever,  are  they  borrowing  money  cheap- 
ly and  investing  it  with  greater  risk  than  they  might  otherwise,  be- 
cause they  have  the  basically  cheap  money  at  their  disposal  so  they 
just  keep  churning  it  to  make  more  money? 

Now,  the  panel  has  made  reference  to  the  S&L  crisis  and  saying 
this  is  a  potential  S&L  crisis  occurring.  It  is  correct,  I  believe,  that 
the  S&L  crisis  was  initiated  because  of  an  interest  in  maturity  mis- 
match given  the  type  of  products  that  S&Ls  were  created  by.  How- 
ever, that  problem,  I  think  the  panel  would  agree,  and  in  fact  you 
reference  this  in  your  testimony,  was  really  exacerbated  by  actions 
by  Congress  that  expanded  the  investment  ability  of  the  S&Ls  into 
nonmortgage  products,  nonsingle  family  products,  or  nonmortgage 
products  is  probably  better  than  single/multi,  and  basically  led 
them  away  from  their  original  mission  where  they  were  using 
somewhat  subsidized  money  through  the  deposit  insurance  system 
and  the  question  is,  does  that  really  compare  to  Fannie  and 
Freddie  where  you  also  argue  in  your  testimony  that  you  are  con- 
cerned that  they  are  too  heavily  invested  in  mortgages  and  control 
too  much  of  the  market.  Yes,  if  there  is  a  significant  downturn  in 
the  mortgage  market  across  the  country,  which  would  mean  there 
was  something  else  going  on  in  the  general  economy,  then  there 
would  be  a  problem,  but  I  don't  think  you  can  draw  the — I  think 
you  have  to  be  careful  in  drawing  the  same  comparison. 

It  reminds  me  of  my  old  English  teacher  saying  you  need  to  use 
the  same  tense  in  the  same  paragraph,  and  I  am  not  sure  you  are 
doing  that  in  your  testimony.  So  I  would  recommend  you  do  it. 

I  know  the  Chairman  is  about  to  cut  me  off. 

Mr.  Smith.  Could  I  respond  briefly  that?  Because  I  don't  think 
I  agree  with  you  there.  I  think  that,  first  of  all,  it  has  been  a  while 
since  I  have  looked  at  the  S&L  research  literature,  but  I  under- 
stand George  Princeton  looked  at  the  extent  to  which  S&Ls  got  into 
trouble  who  did  and  who  did  not  use  those  expanded  investment 
opportunities,  and  he  found  no  correlation. 

You  can  lose  an  awful  lot  of  money  in  traditional  mortgages,  just 
like  you  can  in  all  the  other  things  they  got  into,  and  there  was 
bad  performance  in  both  categories,  but  it  didn't  look  like  the  use 
of  those  additional  powers  per  se  created  it. 

Having  said  that,  let  me  argue  that  I  think  there  is  risk  when 
you  only  have  two  guys  as  opposed  to  the  thousands  of  S&Ls.  One 
of  those  guys  could  have  gone  down,  but  it  is  impossible  for  me  to 
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imagine  Freddie  and  Fannie  going  down  without  a  massive  inter- 
vention effort.  So  the  risk  is  very  concentrated,  it  seems  to  me. 

To  allow  them  to  go  into  the  more  risky  markets,  given  the  in- 
herent risks  they  already  take,  I  think  does  create  a  problem. 

Diversification  is  good  when  it  is  your  money.  It  is  not  good  when 
it  is  our  money. 

Mr.  Bentsen.  With  the  Chairman's  indulgence,  I  want  to  say  one 
thing.  I  do  want  to  make  a  point.  I  think  everybody,  and  I  didn't 
get  a  chance  to  read  all  of  Mr.  Smith's  testimony,  but  what  every- 
body said  was — and  the  question  I  have  raised  with  every  other 
panel — is,  rather  than  follow  the  Chairman's  approach  of  cutting 
Fannie  and  Freddie  off  at  one  end  and  shackling  them  on  the 
other,  wouldn't  the  appropriate  approach  be  to  say  "you  have  fi- 
nally grown  up,"  using  the  analogy  of  children,  "you  have  finally 
grown  up  and  it  is  time  for  you  to  leave  home  and  we  are  going 
to  spin  you  off  into  the  private  market."  Would  that  be  the  better 
way  to  go,  and  "we  will  not  shackle  you  at  all,  you  will  become  pri- 
vate." 

Mr.  Smith.  I  would  think  that  that  would  be  an  excellent  rec- 
ommendation. I  think  Fannie — you  know,  Franklin  Raines  seems 
to  be  a  very  competent  individual.  He  certainly  had  a  background 
of  being  able  to  handle  high  risk  investment  areas,  and  other  lead- 
ers of  other  Government-sponsored  enterprises,  ICC,  CAD,  took  the 
leadership  and  took  their  institutions  private.  I  would  love  to  see 
this  leadership  grow  up  and  get  out  of  the  Government  trough. 

Mr.  Bentsen.  I  wonder  if  that  is  what  FM  Watch  wants? 

Mr.  Smith.  I  don't  know  what  FM  Watch  wants. 

Mr.  SCHATZ.  I  have  no  idea  what  they  want. 

Mr.  Bentsen.  I  am  not  asking  you  really  what  they  want. 

Mr.  Smith.  They  may  not,  you  know,  because  this  could  be  a 
pretty  vigorous  competitor  and  they  may  like  in  between,  not  quite 
a  fowl,  not  quite  a  fish.  But  that  is — you  are  not  representing  FM 
Watch.  We  are  not  representing  FM  Watch.  We  are,  I  think,  all 
trying  to  figure  out  what  the  best  way  is  of  representing  the  public 
interest  in  this  category. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

Mrs.  Roukema. 

Mrs.  Roukema.  I  do  have  a  brief  question.  Well,  it  is  a  question, 
although  I  will  qualify  it  by  saying  I  was  necessarily  called  away 
from  some  of  the  testimony  or  some  of  the  questioning,  so  forgive 
me  if  this  question  has  been  asked  in  this  way,  but  I  do  want  to 
hear  your  answer  to  it  and  it  somewhat  relates  to  the  first  part  of 
Mr.  Bentsen's  question.  That  is  concerning  the  parallel  with  the 
S&L  crisis.  OK? 

In  the  1992  conference,  new  capital  standards  were  established 
for  Freddie  and  Fannie.  Certainly  I  was  here  during  the  S&L  crisis 
and  one  of  those  that  led  the  reforms,  but  hearing  what  you  had 
to  say  regarding  the  parallels  there,  it  is  my  understanding  that 
based  on  those  capital  requirement  reforms  of  1992,  that  OFHEO, 
the  Office  of  Federal  Housing  Enterprises  Oversight,  claims  that 
the  capital  requirements,  $18  billion  for  both  Freddie  and  Fannie, 
along  with  the  ten-year  stress  test  testing  requirements,  which  my 
understanding  is  they  enforce  vigorously  or  rigorously,  and  that 
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very  few  banks  or  S&Ls  could,  even  in  this  day  and  age,  even  now, 
meet  the  stress  testing  requirements  which  Freddie  and  Fannie  are 
required  to  meet  by  OFHEO  in  that  legislation. 

So  I  agree  that  mission  creep  is  a  problem,  and  I  think  that  is 
what  Mr.  Bentsen  was  referencing.  So  I  agree  with  that. 

But  how  do  you  respond  in  terms  of  those  capital  standards  and 
the  stress  test  requirement,  and  is  that  contradictory  to  what  your 
observations  were?  Particularly  Mr.  Sepp,  your  reference  to  that 
study. 

Mr.  Sepp.  Well,  for  my  part  the  overt  risk-based  capital  stand- 
ards for  on-balance  and  off-balance  sheet  assets  for  private  banks 
and  thrifts  is  8  percent.  Fannie  Mae  and  Freddie  Mac  fall  under 
just  two  core  overt  requirements,  2.5  percent  on  sheet,  0.45  percent 
off  sheet.  Now,  this  capital 

Mrs.  ROUKEMA.  Excuse  me.  So  you  are  contradicting  the  num- 
bers that  I  was  using,  that  those  capital  requirements  are  not  in 
place? 

Mr.  Sepp.  To  explain  further. 

Mrs.  RouKEMA.  I  see. 

Mr.  Sepp.  The  risk-based  capital  that  Fannie  Mae  and  Freddie 
Mac  claim  to  be  complying  with  and  the  stress  test  is  based  on,  to 
my  understanding,  an  internal  model  that  they  have  developed 
that  independent  financial  analysts  have  not  really  been  able  to 
analyze  very  deeply,  and  that  is  part  of  the  problem.  We  have 
claims  that  risk-based  capital  standards  are  implemented  and  are 
being  followed,  but  it  has  not  been  very  easy  for  any  of  us  here  to 
verify  that. 

Mrs.  RouKEMA.  So  you  are  not  disputing  it.  You  are  just  saying 
it  has  not  yet  been  verified  that  those  standards  are  being  main- 
tained. 

Yes? 

Mr.  Smith.  Let  me  take  a  different  cut  at  that.  One  of  my  former 
employees  is  now  one  of  the  gurus  in  the  derivatives  market.  He 
was  a  student  of  the  late  Merton  Miller,  who  just  recently  passed 
away,  who  created  the  mathematics  behind  this,  and  from  time  to 
time  I  sit  down  and  have  a  drink  and  he  explains  to  me  what  all 
this  market  is  about  and  how  much  risk  is  there  and  I  walk  away 
with  a  headache  and  not  a  lot  more  understanding. 

There  is  an  incredible  array  of  very  complicated,  very  sophisti- 
cated, risk  management  mechanisms  out  there.  How  they  perform 
under  various  crisis  situations  is  a  very,  very  complicated  process, 
and  I  think  we  have  reached  the  point  now  in  the  financial  mar- 
kets, the  mature  financial  markets  in  the  United  States  and  the 
world,  where  that  disciplining  task  had  better  be  done  by  people 
who  have  as  much  reason  to  get  it  right  as  the  original  investor 
does,  and  that  is  why  generally  CEI  believes  that  the  regulatory 
role  will  have  to  be  performed  by  markets.  They  can't  be  performed 
by  bureaucrats. 

GS-14s  are  not  going  to  be  as  smart  as  market  analysts  are 
going  to  be. 

Mrs.  ROUP^MA.  All  right.  Thank  you.  We  will  have  to  go  over 
these  numbers  again  on  this,  but  you  did  respond  and  we  will 
check  into  it.  Thank  you. 

Chairman  Baker.  Thank  you,  Mrs.  Roukema. 
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Mr.  Kanjorski. 

Mr.  Kanjorski.  Yes.  Would  it  be  unreasonable  for  me  to  sum  up 
your  testimony?  If  you  were  testifying  at  the  point  in  time  when 
we  were  originally  anticipating  the  creation  of  Fannie  Mae  and 
Freddie  Mac,  you  would  be  opposed  to  the  establishment  of  those 
organizations.  Is  that  reasonable? 

Mr.  SCHATZ.  I  don't  know,  Mr.  Kanjorski,  if  we  would  be  opposed. 
I  think  we  would  probably  look  at  how,  number  one,  they  were 
done  at  a  time  when  we  didn't  have  the  benefit  of  the  S&Ls  and 
number  two  they  were  done  at  a  time  when  there  was  a  need  to 
create  this  national  mortgage  market.  The  question  would  have 
been,  and  I  would  assume  is  debated,  as  to  whether  the  private 
sector  could  have  done  that  better  than  creating  the  something  out 
of  the  Government,  and  if  at  some  point — let  me  just  say  one  more 
thing.  If  you  had  created  them  under  these  circumstances,  at  some 
point  you  would  say  they  have  achieved  what  they  originally  in- 
tended to  achieve  and  at  that  point  you  want  to  move  them  into 
something  else. 

Mr.  Kaj^JJORSKI.  Mr.  Sepp,  would  you  have  supported  the  concept 
of  establishing  these  organizations? 

Mr.  Sepp.  Well,  hindsight  being  20/20,  it  would  be  easy  to  say 
we  would  have  opposed  it  from  the  outset.  We  probably  would  have 
recommended  other  alternatives  to  creating  something  that  strad- 
dled both  the  public  and  private  worlds. 

Mr.  Kanjorski.  OK. 

Mr.  Smith,  what  would  you  have  done? 

Mr.  Smith.  I  would  have  opposed  it.  I  would  have  basically  ar- 
gued that  you  don't  create  a  fix  on  a  problem  the  Government  has 
created  in  the  first  place. 

Mr.  Kanjorski.  Do  you  all  believe  that  the  secondary  market  for 
real  estate  would  have  occurred  in  the  United  States  if  we  had  not 
created  those  organizations? 

Mr.  Smith.  I  certainly  believe  had  we  removed  the  barriers  that 
prevented  private  actors  from  being  in  these  areas,  we  would  had 
a  secondary  market  earlier,  more  vigorous  and  far  more  disciplined 
than  the  one  we  have  today,  yes. 

Mr.  Kanjorski.  Again,  why  do  you  think  we  did  not  have  a  small 
business  secondary  market  until  we  created  that? 

Mr.  Smith.  First  of  all,  I  don't  know  whether  there  are  impedi- 
ments there  or  not,  but  markets  evolve.  There  are  plenty  of  areas 
that  we  can  envision  markets  going  into  that  they  are  not  there 
yet,  and  the  best  way  to  do  it  is  to  have  people  explore,  create 
mechanisms,  take  risk,  and  that  process  has  produced  America.  It 
is  a  great  idea. 

Mr.  Kanjorski.  So,  you  probably  would  have  been  opposed  to  the 
creation  of  these  organizations,  but  clearly  you  are  telling  us  at 
this  point  they  are  fully  matured  and  should  be  cut  loose.  If  we  cut 
them  loose,  having  no  input  as  to  their  operations  or  their  mission, 
and  with  still  only  two  organizations,  do  you  think  they  are  not 
going  to  be  so  large  as  to  fail? 

Mr.  Smith.  That  is  why  I  have  suggested  very  strongly  that  you 
do  have — having  created  a  Government-sponsored  monopoly,  you 
do  have  an  instability  problem.  I  would  suggest  you  break  them  up 
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into  subparts  and  then  you  have  got  a  more  stable  privatization 
scheme.  I  think  you  have  to  think  about  that. 

Mr.  Kanjorski.  Well,  we  have  other  problems  in  the  financial 
services  industry.  We  have  huge  organizations  that  are,  quote:  "too 
large  to  fail."  Would  you  agree? 

Mr.  Smith.  Because  of  deposit  insurance,  yes,  we  do. 

Mr.  Kanjorski.  OK.  Do  you  think  the  Congress  should  move  to 
break  these  organizations  up? 

Mr.  Smith.  I  think  you  ought  to 

Mr.  Kanjorski.  They  are  organizations,  but  if  they  fail,  it  is  the 
general  consensus  that  we  are  going  to  have  to  do  something  gov- 
ernmentally  to  bail  them  out.  Is  that  correct? 

Mr.  Smith.  That  is  a  question  I  would  like  to  expand  on  later, 
but  I  think  there  are  certainly  situations  where  we  bailed  out  insti- 
tutions where  I  think  subsequent  analysis,  like  Continental  and  so 
on,  suggested  we  didn't  have  to  bail  them  out.  I  think  very  few  of 
the  S&Ls  and  private  sector  activities  are  too  big  to  fail.  I  think 
none  of  them  are. 

I  do  think  Freddie  and  Fannie,  as  artificial  creations,  have  gotten 
way  out  of  size  and  they  are  troublesome  in  the  political  environ- 
ment we  live  in  here. 

Mr.  Kanjorski.  Let  us  make  the  assumption  that  they  are  too 
large  to  fail  and  that  we  would  have  to  bail  them  out.  Would  you 
still  make  the  argument  that  it  is  better  to  allow  them  to  do  any- 
thing they  wish,  having  no  Government  regulation  or  input  as  to 
their  mission  or  their  operations? 

Mr.  Smith.  No,  that  is  not  what  I  recommended.  I  recommended 
that  you  allow  Miss  Gorelick  to  use  her  talents  to  break  them  out 
and  create  viable  institutions  that  can  succeed  or  fail  on  their  own, 
not  on  our  wallets. 

Mr.  Kanjorski.  So,  you  are  not  breaking  them  in  half,  you  are 
talking  about  breaking  them  in  tenths? 

Mr.  Smith.  Well,  that  is  obviously  a  question  to  be  decided.  But 
this  isn't  a  complicated  task.  You  take  their  loan  portfolio,  you  ran- 
domize it  and  you  give  one  fraction  to  each  of  the  fractions  you  de- 
cide, and  then  those  entities  can  fail  and  they  should  be  allowed 
to.  Let  them  decide  how  much  risk  and  what  lines  of  business  they 
want  to  go  into,  but  of  course  cut  off  all  the  other  subsidies  that 
we  talked  about  earlier. 

Mr.  Kanjorski.  Mr.  Smith,  that  is  almost  a  fallacious  argument. 
If  we  break  them  up  into  ten  entities,  and  we  have  an  economic 
crisis  in  the  country,  whether  they  are  one  entity  or  ten  entities, 
they  are  all  going  to  suffer  loss.  All  ten  would  probably  collapse. 

Mr.  Smith.  No,  I  don't  think  that  is  true.  There  is  no  reason  why 
all  ten  entities  have  to  have  the  same  uniform  policies.  Absent  Grov- 
ernment  subsidies,  they  would  explore  other  strategies.  Some 
would  be  high  riskers,  some  of  them  would  be  low.  Some  of  them 
would  be  better  managed;  some  wouldn't  be. 

Companies  don't  succeed  or  fail  as  a  whole.  Why  should  a 
privatized  Fannie-Freddie? 

Mr.  Kanjorski.  Did  not  our  experience  of  the  S&L  industry  real- 
ly indicate  that  this  issue  is  not  a  question  of  one  failure  to  an- 
other? 
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Mr.  Smith.  No,  I  don't  think  so  at  all,  Congressman.  We  had  in 
the  S&L  crisis  a  very  large  number  of  S&Ls.  Many  of  them  were 
well  managed.  The  growth  in  the  taxpayer  burden,  as  I  mentioned 
in  my  testimony,  we  went  from  a  $600  billion  asset  industry  to  a 
$1.2  trillion.  All  of  that  growth,  most  of  that  growth,  occurred  in 
the  below  the  waterline,  the  bankrupt  entities,  and  it  occurred  be- 
cause of  the  moral  hazard  that  was  created  by  deposit  insurance. 
It  did  not  occur  as  a  market  phenomenon. 

Mr.  Kanjorski.  Mr.  Smith,  that  argument  is  always  the  argu- 
ment that  I  hear  from  all  my  friends.  This  year's  budget  is  larger 
than  last  year's  budget.  With  inflation  and  the  growth  of  popu- 
lation, that  is  inevitable.  Our  economy  today,  when  this  Adminis- 
tration took  office,  was  a  $6  trillion  economy.  Today  it  is  almost  a 
$10  trillion  economy.  Everything,  proportionately,  is  that  much 
larger. 

Mr.  Smith.  But  that  happened  from  1981  to  1984  and  the  growth 
in  the  industry  was  not  uniform.  It  occurred  in  the  worst  managed 
institutions,  and  some  of  the  smartest  investors  in  the  world 
rushed  to  invest  money  in  stupidly  managed  institutions,  crimi- 
nally managed  institutions,  because  it  wasn't  their  money  at  risk. 
It  was  our  money  at  risk,  and  that  is  where  the  $200  billion  bailout 
occurred  because  we  left  in  place  a  moral  hazard  problem. 

Let's  diffuse  the  moral  hazard  of  this  entity  before  we  face  that 
crisis. 

Mr.  Kanjorski.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Ms.  Kanjorski. 

Mrs.  Maloney,  did  you  have  another  question? 

Mrs.  Maloney.  I  know  the  Chairman  wants  to  move  on  so  I  will 
be  very,  very  brief. 

Last  night  we  had  a  debate  over  the  funding  for  OFHEO,  an  in- 
crease. I  would  like  to  ask  Mr.  Smith,  I  understand  that  on  March 
9,  at  a  press  conference,  the  Competitive  Enterprise  Institute  indi- 
cated that  it  found  the  idea  of  a  single  regulator,  which  is  created 
under  H.R.  3703,  troubling.  Is  that  still  your  view?  And  how  do  the 
rest  of  the  panelists  feel? 

Mr.  Smith.  Unfortunately,  the  person  who  was  representing  us 
has  now  left  my  organization,  but,  yes,  we  still  have  that  position. 
But  the  position  is  a  very  subtle  one.  It  is  based  on  the  view  that 
the  Federal  Home  Loan  Bank  element  of  this  whole  GSE  complex 
is  probably  totally  fulfilled,  that  it  is  a  different  entity  and  it  could 
go  in  a  different  direction,  and  also  a  broad  view  that  competing — 
if  you  are  going  to  have  regulatory  agencies,  competing  bureauc- 
racies, competing  regulators,  can  sometimes  create  a  more  viable 
way  of  disciplining  an  organization  than  can  a  monolithic  regu- 
lator. 

Monolithic  regulators  with  monopolies  can  sometimes  too  easily 
reach  accommodation  and  nobody  is  watching  the  chicken  coop.  So 
it  is  a  complicated  position,  but  we  do  still  have  that  position.  We 
have  reservations.  We  didn't  take  a  position  one  way  or  the  other 
in  our  testimony  on  that  particular  part  of  the  bill. 

Mrs.  Maloney.  Would  the  other  panelists  like  to  comment? 

Mr.  Sepp.  Having  regulatory  oversight  in  competing  bureauc- 
racies can  be  a  good  principle.  I  agree  with  Fred.  But,  of  course, 
we  are  not  really  operating  in  an  ideal  world  here  and  sometimes 
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when  you  fail  to  have  sort  of  a  coordination  among  overseers,  the 
various  economic  problems  of  institutions  slip  through  the  cracks. 

So  what  we  need  to  do  is  explore  the  way  to  meld  those  two  ad- 
vantages together. 

Mrs.  Maloney.  Mr.  Schatz. 

Mr.  Schatz.  I  think  that  the  approach  taken  by  Mr.  Baker's  bill 
is  certainly  a  good  starting  point,  and  that  the  idea  of  one  regulator 
would  make  some  sense  in  this  case,  especially  the  way  this  one 
is  constructed;  that  it  is  not  subject,  for  example,  to  the  appropria- 
tions process.  You  wouldn't  be  having  the  votes  such  as  the  one 
that  is  coming,  I  guess,  sometime  today  about  whether  to  add  an- 
other $4.7  million  to  OFHEO.  You  would  have  it  funded  a  lot  dif- 
ferently outside  of  that  process.  It  would  be  less  political  as  well. 

Mrs.  Maloney.  OK.  Thank  you  very  much. 

Chairman  BAKER.  Mrs.  Jones. 

Mrs.  Jones.  I  want  to  try  and  be  brief,  Mr.  Chairman,  because 
I  know  everybody  is  ready  to  go,  but  I  need  to  ask  a  couple  more 
questions. 

Mr.  Sepp  and  Mr.  Schatz,  your  organization  endorses  a  flat  tax. 
Is  that  correct? 

Mr.  Schatz.  That  is  correct. 

Mr.  Sepp.  Yes. 

Mrs.  Jones.  How  do  you  perceive  them?  Well,  does  a  flat  tax  sup- 
port home  ownership?  When  you  contemplate  that,  you  would  op- 
pose, I  am  assuming,  a  home  mortgage  interest  tax  deduction  and 
low-income  tax  credits? 

Mr.  Schatz.  Ms.  Jones,  first  of  all,  some  of  the  studies  of  flat  tax 
indicate  that  the  average  family  would  get  about  $3,000  more  in  in- 
come with  which  they  could  certainly  make  payments  on  a  home. 

Mrs.  Jones.  $3,000  doesn't  do  too  much  for  owning  a  home, 
though,  does  it? 

Mr.  Schatz.  If  you  look  at  an  average  mortgage  pa3anent  or  you 
look  at  other  ways  that  people  make  decisions  about  what  they 
purchase,  then  it  would  be  certainly  helpful. 

I  also,  by  the  way,  don't  believe  that  if  there  were  an  actual  flat 
tax,  as  we  tried  the  last  time  in  1986,  that  you  still  wouldn't  have 
a  number  of  interests  pushing  for  the  home  mortgage  and  chari- 
table deductions.  So  we  can  talk  about  it  as  an  ideal,  but  it  is  un- 
likely to  actually  occur. 

Mrs.  Jones.  Mr.  Sepp. 

Mr.  Sepp.  I  think  the  implicit  deal  of  a  flat  tax  was  much  like 
the  1986  tax  reform.  You  get  lower  rates  and  fewer  deductions. 
Now,  obviously  it  would  be  up  to  Congress  to  ensure  that  the  rates 
don't  creep  up  again  like  they  have  since  1986,  and  erase  the  bene- 
fits that  potential  homeowners  would  have  of  more  money  in  their 
pocket  to  buy  houses  on  their  own. 

Mrs.  Jones.  So  you  are  saying  that  because  people  would  have 
more  money  in  their  pockets  they  wouldn't  need  a  home  mortgage 
tax  deduction  or  a  low-income  housing  credit  to  increase  opportuni- 
ties for  affordable  housing? 

Mr.  Sepp.  Not  necessarily,  considering  that  one-fourth  of  all  peo- 
ple who  file  an  income  tax  return  itemize,  and  yet  67  percent  of 
people  own  homes.  Obviously,  not  everyone  who  owns  a  home  or 
wants  to  own  a  home  has  to  take  the  deduction. 
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Mrs.  Jones.  But  these  are  opportunities  to  encourage  home  own- 
ership. That  was  the  purpose  they  were  put  in  place.  Fair? 

Mr.  Sepp.  Yes. 

Mrs.  Jones.  Let  me  ask  these  questions,  these  T-shirts,  "Stop 
Loan  Sharking,"  what  organization — are  they  with  you  guys? 

Mr.  SCHATZ.  No,  not  us. 

Mr.  Smith.  I  think  they  are  the  next  panel,  Congresswoman. 

Mrs.  Jones.  OK.  I  didn't  know.  I  saw  them  sitting  there. 

Let  me  ask  this  of  you,  Mr.  Smith.  What  would  the  transition 
from  Fannie  Mae-Freddie  Mac  to  total  privatization  look  like?  And 
over  what  period  of  time  would  that  occur? 

Mr.  Smith.  How  long  does  it  take  to  grow  up  I  guess  is  the  ques- 
tion you  are  asking?  How  long  does  it  take  for  anyone  to  grow  up? 
I  think  those  are  good  questions.  I  don't  have  the  answers  to  those. 
I  think  that  is  part  of  what  the  study  Commission  should  do,  and 
you  are  looking  at,  as  I  understand  it,  as  part  of  this  bill  as  to  how 
does  one  create  a  crisis  management  plan?  I  see  it  as  breaking  up 
or  at  least  reviewing  the  potential  breaking  up  of  the  entity  into 
stable  groups,  cutting  away  the  subsidies  over  a  time  period  and 
then  gradually  releasing  these  into  the  real  world  to  survive  or  fail. 
It  could  take  as  long  as  a  decade.  It  is  not  so  important  how  long 
it  takes.  It  is  very  important  that  it  start. 

There  is  another  approach,  the  one  where  Sallie  Mae  was 
privatized,  which  I  know  less  about,  but  the  idea  of  creating  a  sort 
of  a  secured  current  market  and  then  allowing  the  high  risk  stuff 
to  take  place  in  a  purely  private  enterprise. 

Mrs.  Jones.  In  the  interim,  how  do  you  deal  with  market  fluc- 
tuation? How  do  you  keep  that  from  occurring  such  that  people  are 
not  penalized  out  there  in  the  world,  those  who  have  no  stock  in 
Fannie  Mae  or  Freddie  Mac  or  any  other  institution,  to  maintain 
their  ability  to  maintain  their  home  mortgage? 

Mr.  Smith.  Well,  market  rates  won't  change  that  are  out  there 
now.  They  aren't  going  to  change  very  much  if  we  eliminate  these 
subsidies.  It  is  not  a  big  market  subsidy. 

Mrs.  Jones.  The  market  rate  changed  just  when  we  started  hav- 
ing a  discussion  of  a  GSE.  Surely  it  would  change  if  you  are  talking 
about  cutting  them  totally  out.  It  did  change,  right? 

Mr.  Smith.  It  did  change,  but  remember,  it  changed  for  the 
middle-  and  upper-income.  It  didn't  change  for  the  people — it  may 
have  changed  adversely  for  the  {)oorer  people  in  America  who  are 
not  part  of  the  subsidized  housing  market  in  that  sense,  they  are 
under  other  programs,  and  very  well  may  find  themselves  partially 
finding  it  harder  to  have  affordable  housing.  When  one  group  of 
capital  users  are  privileged,  other  groups  of  capital  users  are 
deprivileged. 

Mrs.  Jones.  I  am  done.  Thank  you.  I  would  have  liked  to  have 
had  you  answer  it,  but  we  don't  have  enough  time.  See  you  next 
time. 

Chairman  Baker.  Just  for  the  record,  from  the  date  of  introduc- 
tion of  H.R.  3703  through  the  date  of  the  last  hearing,  using 
Freddie  Mac's  posting  on  the  Internet  of  current  mortgage  rates 
available,  mortgage  rates  during  that  period  dropped  20  basis 
points.  That  is  a  matter  of  record. 
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Second,  from  June  of  last  year  through  the  current  moment,  Alan 
Greenspan  has  raised  interest  rates  1%  points.  I  modestly  suggest 
the  Greenspan  effect  is  of  far  more  significance  than  the  Baker  ef- 
fect. 

Ms.  Waters. 

Ms.  Waters.  Thank  you  very  much. 

Let  me  apologize  for  not  being  in  the  subcommittee  earlier.  We 
have  competing  committees  and  of  course  the  floor  that  is  going  on 
with  an  important  debate  on  the  WTO.  But  I  was  anxious  to  try 
and  get  here,  because  I  think  that  the  amount  of  time  that  we  are 
spending  on  this  issue  is  unusual  and  almost  extraordinary,  as  I 
look  at  how  little  time  we  spend  on  many  issues  in  this  sub- 
committee. But  I  must  commend  Mr.  Baker.  He  is  singularly  fo- 
cused on  the  GSEs. 

May  I  ask  you,  Mr.  Smith,  and  you  may  answer,  too — I  believe 
it  is  Mr.  Schatz. 

Mr.  Schatz.  Sepp  and  Schatz.  You  are  close. 

Ms.  Waters.  I  can't  see  without  my  glasses — whether  or  not  you 
have  taken  any  action — let  me  ask  Mr.  Smith  whether  or  not  you 
have  taken  any  action  to  voice  your  concerns  about  Fannie  Mae  or 
Freddie  Mac  prior  to  Mr.  Baker's  getting  involved  in  this  issue? 

Mr.  Smith.  We  have  been  involved  in  GSEs,  it  has  been  a  gen- 
eral area — corporate  welfare  has  been  a  theme  of  CEIs  since 

Ms.  Waters.  No,  no,  no.  My  question  is  very  specific.  Have  you 
written  or  raised  your  voice  or  took  leadership  in  any  way  to  point 
out  the  ills  of  the  GSEs? 

Mr.  Smith.  Generally,  yes.  I  don't  think 

Ms.  Waters.  Specifically. 

Mr.  Smith.  I  don't  know  specifically  about  Fannie  Mae  or 
Freddie  Mac. 

Ms.  Waters.  OK.  So  this  is  the  first  time  you  have  organized 
your  thoughts  about  the 

Mr.  Smith.  That  is  certainly  true. 

Ms.  Waters. about  how  bad  GSEs  are? 

Mr.  Smith.  Not  GSEs.  We  have  taken  on  that,  but  Fannie  and 
Freddie 

Ms.  Waters.  Fannie  and  Freddie,  OK. 

Mr.  Smith.  The  first  in  terms  of  Fannie  and  Freddie. 

Ms.  Waters.  Can  I  ask  the  other  two  gentlemen,  because  I  don't 
know  what  your  testimony  was,  and  I  am  trying  to  go  through  it 
here,  whether  or  not  you  have  taken  leadership,  specific  leadership, 
prior  to  now  to  write  or  to  urge  Members  of  Congress  to  take  a 
closer  look  at  Fannie  and  Freddie,  because  you  felt  that  somehow 
they  were  involved  in  some  actions  that  you  did  not  think  were 
good? 

Mr.  Sepp.  Yes,  we  first  testified  on  this  topic  before  the  Sub- 
committee on  Oversight,  Committee  on  Ways  and  Means,  Sep- 
tember 28,  1989.  Our  July  August  1993  issue  of  our  member 

Ms.  Waters.  1989,  what  did  you  testify? 

Mr.  Sepp.  I  am  sorry? 

Ms.  Waters.  What  was  your  testimony  in  1989? 

Mr.  Sepp.  Our  testimony  was  in  regards  to  the  Fannie  Mae  and 
Freddie  Mac. 

Ms.  Waters.  Specifically. 
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Mr.  Sepp.  Before  the  Subcommittee  on  Oversight,  Committee  on 
Ways  and  Means. 

Ms.  Waters.  Yes,  but  what  I  am  asking  is  whether  or  not  you 
were  at  that  time  pointing  out  the  dangers  of  these  GSEs. 

Mr.  Sepp.  Oh,  yes. 

Ms.  Waters.  And  the  fact  that  they  had  too  much  power,  too 
much  influence,  and  that  somehow  they  should  be  reined  in  by 
Congress.  Was  that  your  testimony? 

Mr.  Sepp.  Yes,  indeed. 

Ms.  Waters.  Would  you  submit  that  for  the  record? 

Mr.  Sepp.  Be  happy  to. 

[The  information  can  be  found  on  page  333  in  the  appendix.] 

Ms.  Waters.  Anybody  else  take  any  leadership  prior  to  now? 

Mr.  SCHATZ.  Yes,  Ms.  Waters.  This  is  the  Grace  Commission  re- 
port from  1984.  That  includes  several  recommendations  on  the 
GSEs  that  I  have  submitted  for  the  record,  that  the  Chairman  has 
included  in  the  record,  and  I  did  mention  that  they  pointed  out  the 
issues  of  the  conflicting  mission  of  the  taxpayer  subsidy  and  their 
private  profit. 

So  this  has  been  a  sixteen-year  discussion,  not  every  year,  but 
certainly  on  and  off  over  the  years. 

Ms.  Waters.  You  have  submitted  that  for  the  record? 

Mr.  ScHATZ.  Yes,  I  have. 

Mr.  Sepp.  So  that  we  can  take  a  look  at  that? 

Mr.  Sepp.  I  would  also  like  to  submit  these  other  articles  as  well. 

[The  information  can  be  found  on  page  341  in  the  appendix.] 

Ms.  Waters.  That  would  be  fine. 

Which  of  you  are — how  many  of  you  are  familiar  with  FM 
Watch? 

Mr.  Smith.  After  these  committees  it  would  be  hard  not  to. 

Chairman  Baker.  Ms.  Waters,  if  I  may  help  you  on  that  point, 
before  the  witnesses  began  their  testimony  today,  Mr.  Schatz,  in 
his  testimony  mentioned  the  fact  that  there  are  others  out  there 
trying  to  influence.  And  so  I  asked  every  panelist,  every  witness, 
had  they  accepted  monetary  compensation  in  the  last  two  years 
from  FM  Watch  or  a  related  entity,  had  they  been  asked  by  any 
of  those  participants  to  construct  this  testimony,  and  I  put  all  this 
on  the  record.  So  I  just  want  the  gentlewoman  to  know  I  asked 
those  questions. 

Ms.  Waters.  I  appreciate  that,  Mr.  Chairman.  Now  let  me  just 
ask,  you  are  familiar  with  FM  Watch,  and  you  are  familiar  with 
their  strategy?  Have  you  seen  their  documents,  internal  docu- 
ments, about  the  strategy  that  they  were  going  to  employ  in  this 
subcommittee  as  it  relates  to  Fannie  and  Freddie? 

Mr.  Schatz.  No. 

Mr.  Smith.  No. 

Mr.  Schatz.  As  I  said,  we  have  all,  as  Mr.  Sepp  and  Mr.  Smith 
said,  we  have  worked  together  on  a  lot  of  issues  over  the  years  on 
mismanagement,  inefficiency  and  the  failure  to 

Ms.  Waters.  No,  no,  no.  I  am  just  interested  in  now. 

Mr.  Schatz.  But  the  answer  is  no. 

Ms.  Waters.  No.  Are  you  aware  of  any  of  the  strategy  that  has 
been  put  together  by  FM  Watch? 

Mr.  Schatz.  I  have  never  met  with  FM  Watch. 
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Ms.  Waters.  I  didn't  ask  if  you  have  met  with  them. 

Mr.  SCHATZ.  I  may  have  read  about  it,  but  I  can  say  that  it  was 
not  the  basis  of  my  testimony. 

Ms.  Waters.  Are  you  famihar  with  the  terminology  of  mission 
creep? 

Mr.  SCHATZ.  I  think  that  terminology  has  been  used  by  others  as 
well. 

Ms.  Waters.  But  are  you  familiar  with  that  as  being  a  part  of 
the  strategy  and  the  wording  that  has  been  used  in  the  internal 
documents  that  describe  how  FM  Watch  was  going  to  move  forward 
in  its  efforts  to  rein  in  the  GSEs? 

Mr.  SCHATZ.  Only  having  read  about  it;  not  directly. 

Ms.  Waters.  All  right.  Let  me  just  tell  you  why  I  raise  these 
questions.  You  and  I  have  some  of  the  same  goals  for  wanting  to 
expand  housing  opportunities  for  poor  people  and  for  working 
Americans  in  this  country.  I  think  that  we  all  must  act  in  ways 
that  will  help  to  do  that. 

What  I  have  been  trjdng  not  to  do  is  to  get  caught  up  in  the  mar- 
ket share  war,  the  war  of — that  has  been  initiated  by  FM  Watch, 
because  they  believe  that  Fannie  Mae  is  expanding  its  mission, 
that  the  mission  is  creeping  over  into  their  area  of  subprime  lend- 
ing or  predatory  lending,  however  you  want  to  define  those  terms, 
and  what  is  interesting  about  it  is  the  internal  documents  pretty 
much  describe  the  manner  in  which  they  are  going  to  move  for- 
ward, and  it  appears  that  some  are  caught  up  in  that  strategy  and 
some  may  be  inadvertently  caught  up  in  that  strategy  using  some 
of  the  same  words,  using  some  of  the  same  terms,  that  have  been 
described  in  the  documents. 

I  would  like  to  basically  ask  you,  number  one,  if  any  of  you  be- 
lieve that  this  is  a  battle  between  those  who  are  organized  under 
FM  Watch,  many  of  them  bankers  and  mortgage  companies,  in 
order  to  stop  Fannie  Mae  from  encroaching  on  what  they  believe 
is  their  territory,  or  to  slow  them  down,  because  they  think  they 
have  gotten  too  big?  Do  any  of  you  believe  that? 

Mr.  Smith.  One  of  the — before  you  came  in,  Congresswoman,  I 
introduced  an  article  from  an  AEI  report  by  the  Freddie  Mac  senior 
economist.  He  actually  argued  that  you  can  look  at  this  market 
more  as  a  market  share  battle,  as  you  put  it,  between  the  tradi- 
tional S&L  institutions  and  Fannie  and  Freddie  and  actually  saw 
it  as  kind  of  two  Government  entities  fighting  it  out  over  their — 
using  their  relative  subsidies,  the  fact  that  one  has  the  power 

Ms.  Waters.  Do  you  believe  that  there  is  a  war,  a  competition 
war,  that  is  going  on  now  between  FM  and  the  GSEs? 

Mr.  Smith.  I  think  that  Freddie  and  Fannie  are  certainly  en- 
gaged in  a  war.  You  may  have  seen  editorials  in  the  paper  that 

Ms.  Waters.  So  you  think  that  the  banks  and  the  mortgage  com- 
panies that  are  organized  under  FM  Watch  are  not  at  all  concerned 
about  market  share  and  have  a  strategy  to  put  the  brakes  on  them 
by  way  of  creating  public  policy  to  do  that? 

Mr.  Smith.  I  think  the  argument  that  we  have  been  trying  to 
make,  at  least  I  have  been  trying  to  make  as  a  panelist,  is  that  the 
real  challenge  is  whether  or  not  we  are  harming  affordable  housing 
by  the  type  of  distortion  to  capital  markets  we  are  creating  in 
GSEs.  I  think  that  is  the  more  important  question  than  whether 
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one  entity  or  another — ^but  if  I  had  to  pick  I  would  much  rather  a 
private  sector  entity  be  in  any  market  than  a  taxpayer-subsidized 
entity,  because  I  don't  think  they  manage  our  money  very  well. 

Ms.  Waters.  Mr.  Smith,  I  appreciate  that.  I  just  wanted  to  know 
if  you  thought  there  was  a  market  share  war  going  on,  yes  or  no? 

Mr.  Smith.  I  think  that  Freddie  and  Fannie  are  engaged  in  the 
most  predatory  war  I  have  ever  seen  in  my  life. 

Ms.  Waters.  No,  I  am  asking  do  you  think  there  is  competition 
and  a  war  going  on  between  FM  Watch  and  the  GSEs? 

Mr.  Smith.  I  have  worked  in  now  CEI,  this  is  our  seventeenth 
year.  I  have  rarely  seen  any  business  entity  fight  for  its  self-inter- 
est as  well  as  I  have  seen  Freddie  and  Fannie  fight  for  theirs.  I 
would  certainly  hope  FM  Watch  would  be  more  effective  in  fighting 
for  what  it  believed  in. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Smith.  Reclaiming  my 
time,  you  refuse  to  answer  that,  so  I  take  it  that  you  would  rather 
talk  about  what  you  perceive  is  a  war  between  the  GSEs  rather 
than  answer  the  question.  Let  me  just  ask 

Mr.  Smith.  That  was  the 

Ms.  Waters.  Let  me  ask  any  of  the  other  panelists  whether  or 
not  you  believe  that  any  of  the  entities  that  are  organized  under 
FM  Watch  are  predatory  lenders  who  are  causing  defaults  of  homes 
because  of  their  lending  practices  where  they  have  excessive  fees, 
high  interest  rates  and  practices  that  are  not  in  the  best  interest 
of  the  homeowners? 

Mr.  SCHATZ.  Ms.  Waters,  if  I  knew  who  the  members  of  FM 
Watch  were — I  am  not  trying  to  be  flippant,  but  I  don't  know  who. 

Ms.  Waters.  I  cannot  hear  you. 

Mr.  SCHATZ.  I  don't  know  who  belongs  to  FM  Watch,  so  I  couldn't 
answer  the  question.  I  honestly  don't  know  who  they  are. 

Ms.  Waters.  I  am  sorry.  You  don't  know  who  are  members  or 
who  are  organized  under  FM  Watch? 

Mr.  ScHATZ.  No. 

Ms.  Waters.  Do  you  think  they  are  mortgage  companies  or 
banks? 

Mr.  SCHATZ.  I  don't  know.  You  would  have  to  look  at  them — I 
don't  know  who  they  might  be 

Ms.  Waters.  So  you  don't  know  the  FM  Watch — you  don't  know 
their  relationship  to  these  hearings  and  their  strategy  and  how 
they  play  into  all  that  we  are  doing? 

Mr.  SCHATZ.  We  represent  a  million  members  and  supporters,  as 
we  have  been  looking  at  this  since  1984,  so  I  would  in  essence  say, 
if  there  are  arguments  about  the  GSEs,  maybe  they  took  some  of 
them  from  us,  versus  the  other  way  around. 

Mr.  Smith.  You  should  invite  FM  Watch  to  talk  about  these 
issues. 

Ms.  Waters.  Excuse  me.  My  time,  Mr.  Smith. 

I  think  that  is  very  interesting,  and  let  me  just  say  that  you  may 
want  to  look  at  some  of  the  underlying  influence  on  what  you  are 
here  today  to  talk  about,  because  I  think  it  is  very  important  for 
you  to  know  and  understand,  particularly  if  you  are  interested  in 
expanding  the  opportunities  for  people  to  be  homeowners. 

Thank  you  very  much,  Mr.  Chairman. 


104 

Chairman  Baker.  Yes,  ma'am.  Just  for  the  record,  to  accommo- 
date the  lady's  inquiry,  I  am  making  note  that  most  Members  had 
two  rounds  of  questions  and  five  minutes  apiece,  so  I  did  let  you 
go  on  for  ten  or  twelve  minutes.  That  is  to  equate  your  time  with 
everyone  else. 

Ms.  Waters.  Well,  that  means  I  have  a  little  more  time  coming. 

Chairman  Baker.  No,  you  actually  went  over,  two  minutes  be- 
yond what  anybody  else  got. 

Ms.  Waters.  All  right.  Then  I  will  relinquish. 

Chairman  Baker.  Thank  you  very  much. 

Before  we  dismiss  this  panel,  I  want  to  express  my  appreciation 
to  your  courtesy  in  postponing  and  coming  back  a  week  later  to 
give  us  your  testimony.  I  would  note  for  the  balance  in  the  record 
that  each  of  you,  in  some  form  or  fashion,  felt  H.R.  3703  had  ele- 
ments that  were  advisable,  but  none  of  you  claimed,  I  don't  think, 
that  it  went  as  far  as  necessary;  that  each  of  you  had  varying  de- 
grees of  how  one  would  get  to  privatization,  which  H.R.  3703  does 
not  advance. 

Am  I  correct  in  characterizing  your  testimony  as  H.R.  3703  is  a 
modest  beginning  from  your  perspectives,  is  that  correct? 

Mr.  SCHATZ.  Yes. 

Mr.  Smith.  That  is  my  perspective.  Congressman. 

Mr.  Sepp.  Yes. 

Chairman  Baker.  Well,  I  just  wanted  to  point  out  for  the  record 
that  as  usual  I  am  right  in  the  middle  of  all  of  it. 

Thank  you  very  much  for  your  testimony. 

I  would  like  to  ask  our  second  panel  to  come  forward.  We  have 
Mr.  Bruce  Marks,  the  Chief  Executive  Officer  of  the  Neighborhood 
Assistance  Corporation  of  America;  Reverend  Graylan  S.  Hagler, 
Senior  Minister  of  the  Plymouth  Congregational  United  Church  of 
Christ;  and  former  Member  also  of  this  committee  as  well,  and  DC. 
Delegate,  former  Congressman  Walter  Fauntroy,  but  who  appears 
today  in  his  capacity  as  representative  of  the  National  Black  Lead- 
ership Roundtable. 

If  the  witnesses  would  come  forward,  please,  I  welcome  each  of 
you  to  our  hearing  today. 

I  would  first  recognize  Reverend  Hagler  for  any  comments  you 
choose  to  make.  Your  official  testimony  will  all  be  made  a  part  of 
the  record,  and  if  you  would  choose  to  summarize  your  written  tes- 
timony that  certainly  would  be  helpful.  Thank  you.  Reverend 

STATEMENT  OF  REV.  GRAYLAN  S.  HAGLER,  SENIOR  MINISTER, 
PLYMOUTH  CONGREGATIONAL  UNITED  CHURCH  OF  CHRIST, 
WASHINGTON,  DC 

Rev.  Hagler.  Good  afternoon.  Thank  you  for  the  opportunity  to 
be  here.  I  am  Senior  Pastor  of  Plymouth  Congressional  United 
Church  of  Christ,  located  in  the  District  of  Columbia.  I  am  also  De- 
velopment Director  for  the  Neighborhood  Assistance  Corporation  of 
America,  which  is  a  nonprofit  organization  that  is  represented  by 
Bruce  Marks  here  today,  based  out  of  Boston,  Massachusetts. 

I  want  to  direct  some  of  my  comments  clearly  toward  Fannie 
Mae  and  Freddie  Mac,  but  my  primary  experiences  have  been  with 
Fannie  Mae.  There  is  a  frightening  dimension  of  Fannie  Mae,  and 
I  say  this  after  witnessing  its  heavy-handed  techniques  in  helping 
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to  shape  public  opinion  and  even  causing  advocacy  groups  to  acqui- 
esce to  the  power  and  influences  of  this  publicly  traded  Govern- 
ment-sponsored enterprise. 

For  the  last  two  or  so  years,  I  have  watched  and  participated  as 
Fannie  Mae  and  Freddie  Mac  have  hosted  numerous  conferences 
and  gatherings,  which  means  that  they  have  in  part  at  least  finan- 
cially underwritten  those  gatherings  and  many  of  the  conferees 
under  the  auspices  of  groups  like  the  Civil  Rights  Leadership  Con- 
ference, the  National  Community  Reinvestment  Coalition  and  the 
Neighborhood  Reinvestment  Corporation.  I  watched  as  Freddie  and 
Fannie  peddled  their  desire  to  engage  in  subprime  lending,  taking 
the  position  that  some  people  would  never  qualify  for  prime  lend- 
ing, but  still  needed  to  be  serviced  and  they  were  the  ones  who 
were  able  to  attend  to  this  underserved  market. 

At  face  value,  one  would  not  necessarily  see  the  problem  with  an 
arrangement  of  this  kind.  After  all,  conferences  should  be  an  envi- 
ronment where  ideas  are  allowed  to  flow,  disagreements  surface 
and  strategies  for  addressing  problems  gel. 

Unfortunately,  I  found  that  these  conferences  are  usually  not  the 
place  for  this  type  of  interaction  or  development.  Instead,  the  pur- 
pose seems  to  be  clear,  particularly  when  they  are  underwritten  by 
Freddie  or  Fannie,  and  that  is  to  buy  submissive  loyalty  with  silent 
approval  to  the  actions  and  the  new  ventures  that  these  GSEs 
want  to  participate  in. 

An  example  of  this  occurred  nearly  three  years  ago.  While  par- 
ticipating in  a  conference  on  community  lending  by  a  nonprofit  or- 
ganization here  in  Washington,  DC,  which  was  partially  under- 
written by  Fannie  Mae,  I  with  some  colleagues  challenged  then 
CEO  of  Fannie  Mae,  Mr.  Johnson,  in  reference  to  zero  down  lend- 
ing. Approximately  a  week  after  challenging  Mr.  Johnson,  I  re- 
ceived a  note  from  the  executive  director  of  the  nonprofit  organiza- 
tion saying  Fannie  Mae  has  canceled  an  $80,000  grant  with  us.  Are 
you  happy? 

The  note  was  in  direct  reference  to  the  questioning  that  we  sub- 
jected the  CEO  of  Fannie  Mae  to  around  their  position  on  zero 
down  lending. 

Another  glaring  example  of  Fannie  Mae's  ability  to  shape  public 
opinion  took  place  during  the  recent  serious  financial  crisis  in  the 
District.  I,  along  with  many  other  clergy,  engaged  Fannie  Mae  and 
engaged  the  public,  particularly  around  the  issue  of  the  tax  exemp- 
tion of  Fannie  Mae,  and  pressed  Fannie  Mae  in  hopes  of 
recuperating  some  share  of  revenue  that  is  protected  from  taxation 
for  the  District  of  Columbia.  It  only  seemed  fair,  because  roads  and 
water  and  fire  services  and  police  services  help  to  facilitate  this 
profitmaking,  shareholder-owned,  Government-sponsored  enter- 
prise. 

However,  as  we  participated  in  the  work,  gradually  one  minister 
after  another  dropped  out  of  the  work  of  the  coalition  with  each 
quietly  meeting  with  me  and  citing  that  they  had  received  money 
from  Fannie  Mae  for  one  project  or  another,  and  therefore  their 
speaking  now  or  acting  or  organizing  would  no  longer  be  prudent. 

Though  this  advocacy  didn't  bring  any  new  monies  into  the  Dis- 
trict, evidently  for  the  price  of  silence  and  inactivity  some  groups 
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received  funds  that  may  not  have  otherwise  been  made  available 
to  them. 

These  two  examples,  I  believe,  are  important  ones,  because  cor- 
porations like  Freddie  and  Fannie,  which  enjoy  special  benefits  and 
subsidies  by  being  GSEs,  should  not  be  engaged  with  the  public  in 
ways  that  quiet  protests,  mute  questions  or  discourage  spirited  de- 
bate. However,  the  very  size  and  money  of  these  GSEs  has  leaned 
toward  this  tendency  and  when  so  much  is  spent  on  public  rela- 
tions like  "Showing  America  the  Way  Home,"  there  is  a  natural  re- 
solve to  silence  an3rthing  that  threatens  to  tarnish  the  hype. 

It  is  clear  to  me  that  these  GSEs  need  more  scrutiny  and  ac- 
countability. Being  a  type  of  hybrid,  both  a  shareholder-owned  cor- 
poration and  yet  enjoying  generous  Government  subsidy,  these 
GSEs  sometimes  get  caught  up  in  their  own  spin.  On  the  one  hand, 
they  seek  and  claim  to  do  good,  making  money  available  for  home 
ownership  and  attempting  to  come  up  with  strategies  to  help  larger 
segments  of  the  American  population  achieve  that  dream.  Yet  at 
the  same  time,  these  GSEs  are  responsible  to  shareholders  in  maxi- 
mizing return  on  investment. 

I  believe  this  is  one  of  the  motives  that  have  led  Fannie  Mae  and 
Freddie  to  enter  the  subprime  market.  Of  course,  Fannie  and 
Freddie  publicly  claim  that  they  are  entering  those  markets,  by 
doing  so  they  have  the  ability  to  regulate  the  dollars  and  the  prod- 
uct in  the  arena  and  therefore,  in  a  sense,  clean  it  up. 

However,  the  real  reason  can  probably  be  more  accurately  found 
in  higher  interest  rates,  greater  fees,  prepayment  prohibitions  and 
greater  profits  to  the  corporation  and  the  shareholders.  A  friend  of 
mine  once  told  me  that  "De-nial  is  more  than  a  river  in  Egypt." 

Of  course,  the  real  fear  is  that  when  the  economy  goes  south  or 
just  through  one  of  those  cycles  that  we  normally  go  through,  if 
Fannie  and  Freddie  are  engaged  in  these  subprime  markets  then 
they  will  be  left  holding  the  bag  and  the  American  taxpayer  with 
them. 

If  Fannie  and  Freddie  are  protected  by  their  great  ability  to  buy 
silence,  then  who  is  going  to  protect  Joe  and  Jane  Taxpayer  from 
the  imprudent  moves  that  come  when  one  is  above  questions  and 
fair  criticism,  like  it  seems  that  Freddie,  and  particularly  Fannie, 
is? 

It  has  been  suggested  by  previous  witnesses  that  these  GSEs 
should  be  setting  the  standard  for  what  is  offered  in  the  market- 
place; they  should  not  be  spiraling  the  market  downward  and  into 
exploitation  and  predatory  lending,  but  should  be  leading  the  mar- 
ket upward  to  new  places  of  social  responsibility. 

I  concur  with  the  previous  witnesses  that  these  GSEs  should  be 
monitored  and  evaluated  according  to  a  well-founded  criteria  of  so- 
cial responsibility,  meaning:  what  communities  have  been  helped 
by  these  enterprises;  what  families,  precisely  where;  what  income 
levels  and  how  have  these  enterprises  made  a  difference  in  the  par- 
ticularly under-  and  unserved  communities? 

Also  as  a  final  note,  it  is  dangerous  and  frightening  and  undemo- 
cratic that  GSEs  like  Fannie  Mae,  while  receiving  billions  of  dollars 
in  Government  subsidy,  also  uses  millions  of  dollars  to  lobby  Con- 
gress, fund  political  campaigns  and  silence  critics.  This  is  an  unfair 
and  unintended  advantage  of  these  GSEs  and  should  be  corrected. 
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It  further  protects  the  GSEs  from  scrutiny  and  even  regulatory 
inquiry,  because  they  have  the  right  and  financial  might  to  politi- 
cally lobby  and  silence  any  critic  they  choose. 

Thank  you. 

[The  prepared  statement  of  Rev.  Graylan  S.  Hagler  can  be  found 
on  page  413  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Reverend. 

Our  next  witness  is  the  Chief  Executive  Officer  of  the  Neighbor- 
hood Assistance  Corporation  of  America,  Mr.  Bruce  Marks.  Wel- 
come, Mr.  Marks. 

STATEMENT  OF  BRUCE  MARKS,  CEO,  NEIGHBORHOOD 
ASSISTANCE  CORPORATION  OF  AMERICA 

Mr.  Marks.  Thank  you  very  much.  It  is  good  to  be  here. 

Let  me  try  to  summarize  my  remarks  and  make  them  as  brief 
as  possible  so  we  can  answer  any  of  the  questions.  I  am  the  CEO, 
as  you  have  stated,  of  the  Neighborhood  Assistance  Corporation  of 
America.  We  are  the  largest  housing  services  organization  in  the 
country.  We  now  have  21  offices  around  the  country.  We  have  $3.8 
billion  in  the  best  mortgage  product  in  the  country  for  working  peo- 
ple. Through  NACA  you  can  buy  a  home  with  no  down  payment, 
with  no  closing  costs,  no  application  fee,  7.5  percent  interest  rate. 
Sounds  too  good  to  be  true,  but  it  is  the  reality. 

Some  of  the  members  are  behind  us  in  the  yellow  shirts.  We 
have  been  in  the  forefront  of  taking  on  predatory  lending.  We  had 
attended  Senate  Banking  Committee  hearings  five  years  ago,  focus- 
ing on  Fleet  Finance.  Obviously  the  predatory  lending  hasn't 
stopped.  The  HOEPA  legislation  that  was  passed  was  only  the  first 
step. 

When  you  deal  with  predatory  lending,  Mr.  Chairman,  you  are 
absolutely  correct,  you  have  to  focus  on  the  GSEs.  We  can  talk 
about  this  predatory  lender  or  that  predatory  lender,  and  you  look 
at  them  as  roaches  out  there.  You  step  on  one;  two  or  three  of  them 
are  just  going  to  be  right  out  there  doing  the  same  thing,  some- 
times worse. 

But  how  is  it  that  the  predatory  lenders  are  able  to  survive?  It 
is  because  you  have  got  the  GSEs,  who  are  subsidized  by  the  tax- 
payers out  there,  who  have  a  mission  to  lend  to  low-  and  moderate- 
income  people,  but  what  they  do  is  they  are  creating  the  market. 
They  are  preventing  working  people  who  are  credit  qualified,  hard 
working  people  working  two  or  three  jobs,  who  should  be  able  to 
get  a  conventional  loan,  but  these  working  people  cannot  get  con- 
ventional loans.  This  is  because  the  GSEs  define  a  conventional 
loan,  which  is  often  referred  to  as  a  Fannie  Mae  loan. 

Fannie  Mae  sets  the  standard  for  a  conventional  loan.  When 
Fannie  Mae  says  to  people  that  if  you  don't  have  considerable  sav- 
ings, or  you  don't  have  perfect  credit,  then  you  can't  get  a  conven- 
tional loan,  they  create  the  market  for  subprime  lending.  So  the 
only  way  to  systematically  reduce  in  a  considerable  way  subprime 
lending  is  to  expand  the  criteria  for  how  working  people  can  get  a 
conventional  loan.  That  means  to  hold  Fannie  and  Freddie  and  the 
other  GSEs  accountable. 

Let  me  give  an  example.  Lawrence,  Massachusetts,  in  1994,  was 
a  city  that  was  going  through  hard  times.  NACA  decided,  with 
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some  private  sector  non-government  entity  lenders,  to  do  lending  in 
Lawrence,  Massachusetts.  Over  the  last  five  years,  600  people  have 
purchased  homes  in  Lawrence,  Massachusetts  through  NACA  and 
major  lenders.  They  purchased  a  home  with  no  down  pa3rment,  no 
closing  costs,  and  no  application  fee,  at  a  below  market  rate.  Now 
Lawrence,  Massachusetts,  is  open  for  business.  It  is  a  stabilized, 
growing  community. 

Fannie  Mae  said  they  would  not  buy  any  mortgages  in  Lawrence, 
Massachusetts,  or  required  a  premium  because  it  was,  quote/un- 
quote: "a  declining  value  community."  Fannie  Mae  and  Freddy  Mac 
redline  communities.  That  is  why  the  predatory  lenders  are  able  to 
survive  and  grow.  If  NACA  did  not  do  lending  in  Lawrence,  you 
would  have  seen  the  predatory  lenders  out  there  just  like  they  are 
throughout  the  country. 

So  it  is  extremely  important  that  your  focus  is  on  the  GSEs.  It 
is  a  predatory  lending  issue.  If  the  GSEs  want  to  do  whatever  they 
want  to  do  to  maximize  profits,  let  them,  but  don't  let  them  do  it 
on  the  backs  of  the  taxpayers. 

Let  me  talk  about  some  of  our  experiences  with  Fannie  Mae. 
Fannie  Mae  plays  hardball.  So  some  of  the  questions  we  have 
heard  here  were  how  does  Fannie  Mae  try  to  get  the  support  of  the 
Congress  and  how  do  they  organize  to  keep  their  tax  exempt  sta- 
tus? 

One  of  my  staff  people  got  a  call.  The  caller  said  that  they  are 
a  nonprofit  and  they  are  calling  for  Fannie  Mae,  and  they  asked 
a  question,  "Are  you  for  affordable  housing?" 

And  the  staff  person  said,  "Yes,  I  am  for  affordable  housing." 

They  said,  "Well,  do  you  know  that  Congressman  Capuano  is  try- 
ing to  destroy  affordable  housing  because  he  is  trying  to  take  on 
Fannie  Mae,  he  does  not  support  Fannie  Mae?" 

"No,  we  didn't  know  that." 

"Well,  will  you  sign  a  letter  that  says  that  we  support  Fannie 
Mae?" 

This  is  what  they  are  doing.  This  is  what  they  are  doing  with  our 
tax  dollars.  And  so  we  are  here  with  NACA,  with  thousands  of 
members  around  the  country,  in  support  of  H.R.  3703. 

Mr.  Chairman,  you  are  exactly  right.  They  have  to  be  held  ac- 
countable. These  are  important  hearings.  It  is  important  that  there 
is  an  oversight  committee  that  oversees  the  GSEs.  It  is  important 
that  they  get  the  tax  benefits  taken  away  from  them.  We  don't 
come  here  very  often  to  testify,  but  we  do  organize  around  the 
country. 

Working  people  out  there  are  fed  up  with  Fannie  Mae  saying 
that  because  you  don't  have  substantial  savings,  you  don't  have 
perfect  credit,  or  you  don't  meet  our  other  standards,  then  you  can- 
not be  homeowners. 

What  we  have  here  is  we  have  thousands  of  postcards  from  thou- 
sands of  people,  real  people,  not  people  who  have  been  scammed  by 
Fannie  Mae,  who  say,  "I  am  a  hardworking  taxpayer  who  has  al- 
ways dreamed  of  owning  a  home.  It  is  outrageous  that  a  taxpayer- 
supported  organization  such  as  Fannie  Mae  believes  that  I  am  un- 
worthy of  home  ownership  because  of  the  requirement  that  I  save 
thousands  of  dollars  to  meet  their  qualifications."  And  it  goes  on. 
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These  are  the  people  with  their  names  and  their  addresses,  thou- 
sands of  people  from  around  the  country,  Los  Angeles,  Atlanta, 
Charlotte,  Massachusetts,  you  name  it,  that  say  we  want  the  abil- 
ity to  be  homeowners.  You  can  check  them  out.  Their  names,  their 
addresses  and  their  phone  numbers  are  here. 

So  let  me  end  the  testimony  by  asking  that  these  cards  be  put 
into  the  record,  by  asking  that  the  NACA  Avenger,  which  explains 
the  NACA  program,  be  put  into  the  record;  that  all  the  home- 
owners on  this  map  who  purchased  in  Lawrence  be  put  into  the 
record. 

The  fact  of  the  matter  is,  out  of  583  NALA  homeowners  in  Law- 
rence, only  two  people  have  lost  their  homes,  only  two  people. 
These  are  people  that  Fannie  Mae  says  should  not  get  a  loan,  and 
the  current  delinquency  is  thirteen  people,  eight  of  which  are  only 
thirty  days  late. 

I  would  say  to  Fannie  Mae,  beat  that.  No  one  can.  It  is  a  respect 
for  working  people  that  they  don't  show.  So  it  is  interesting  to  have 
a  discussion  here,  but  when  you  go  out  into  the  neighborhoods  and 
out  to  the  communities,  Fannie  Mae,  supported  by  the  taxpayers, 
is  not  doing  it.  Thank  you  very  much. 

[The  prepared  statement  of  Bruce  Marks  can  be  found  on  page 
416  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much,  Mr.  Marks. 

Welcome  back,  no  stranger  to  this  hearing  room,  former  Member 
of  Congress  and  Member  of  this  committee,  representing  the  Dis- 
trict of  Columbia  for  some  number  of  years,  Walter  Fauntroy.  Wel- 
come, sir.  I  understand  you  are  here  today  representing  the  Na- 
tional Black  Leadership  Roundtable. 

STATEMENT  OF  HON.  WALTER  E.  FAUNTROY,  FORMER  DC 
DELEGATE,  U.S.  HOUSE  OF  REPRESENTATIVES;  HEAD,  NA- 
TIONAL BLACK  LEADERSHIP  ROUNDTABLE 

Mr.  Fauntroy.  Yes,  and  thank  you  so  much,  Mr.  Baker  and 
Members  of  the  Committee.  I  want  to  thank  you  for  giving  me  this 
opportunity  to  discuss  in  some  detail  what  I  summarized  last  week. 

I  do  have  to  warn  you  that  my  remarks  are  those  which  are  the 
result  of  the  arrogance  of  old  age  and  experience  that  has  come  not 
only  from  twenty  years  on  this  committee,  but  forty  years  seeking 
to  declare  good  news  to  the  least  among  us.  So  I  am  very  clear  on 
three  things:  one.  that  politics  is. the  process  of  determining  who 
gets  how  much  of  what,  when  and  where  in  five  areas:  Who  gets 
how  much  income  generated;  who  gets  how  much  education;  who 
gets  how  much  health  care;  who  gets  how  much  housing;  and  who 
gets  how  much  justice. 

I  am  also  clear  on  something  that  Maxine  Waters,  our  distin- 
guished colleague,  former  colleague  there,  pointed  out  in  terms  of 
the  extent  to  which  over  my  years  of  experience  at  the  court  many 
changes  in  public  policy  that  affect  people  of  African  descent  whose 
experience  in  the  area  of  housing  reflects  most  acutely  the  mission 
that  Fannie  Mae  and  the  GSEs  were  given,  and  that  is  that  the 
20th  century  has  been  a  century  of  democracy,  of  corporate  power 
and  corporate  use  of  propaganda  to  defend  the  corporations  from 
democracy. 
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Now  I  understand  that  very  well.  So  I  understand  what  FM 
Watch  is  doing,  and  I  understand  what  the  two  colleagues  here  at 
the  table  have  experienced  with  respect  to  Fannie  Mae.  I  am  also 
very  aware  of  the  use  to  which  those  who  want  to  deny  income, 
education,  health  care  and  housing  and  justice  to  the  least  of  these 
employ  countervailing  strategies  by  which  they  work  out  such 
things  as  I  have  seen  in  that  plan,  by  which  we  say  to  people  you 
are  different  from  them;  let's  you  and  them  fight,  while  we  laugh 
all  the  way  to  the  bank. 

I  have  seen  it  in  Africa.  I  have  seen  it  in  the  Third  World  gen- 
erally, and  I  have  seen  it  here. 

So  having  said  that,  I  appear  before  you  today  in  three  capac- 
ities. The  first  is  as  President  of  the  National  Black  Leadership 
Roundtable,  the  national  network  vehicle  of  the  Congressional 
Black  Caucus.  It  is  composed  of  the  heads  of  more  than  200  na- 
tional black  organizations  in  18  categories  of  American  life.  That 
Roundtable  convenes  twice  a  year  to  determine  how  best  to  support 
Congressional  Black  Caucus  policy  agenda  initiatives  designed  to 
improve  the  quality  of  life  in  those  five  areas  that  I  have  talked 
about. 

For  guidance  on  matters  of  housing  and  community  development, 
we  rely  heavily  on  two  member  organizations  who  are  out  there 
'  where  the  rubber  hits  the  road  in  terms  of  affordable  housing.  They 
are  the  National  Black  Caucus  of  State  Legislators  and  the  Na- 
tional Conference  of  Black  Mayors  and  its  parent  body,  the  World 
Conference  of  Mayors. 

With  your  permission,  I  would  like  to  enter  into  the  record  at 
this  point  letters  sent  to  me  on  this  subject  of  H.R.  3703  by  State 
Representative  James  L.  Thomas,  who  is  President  of  the  National 
Black  Caucus  of  State  Legislators,  and  the  Honorable  Johnny  Ford, 
Founder  and  Director  of  the  World  Conference  of  Mayors  and  one 
who  benefited  from  our  struggle  in  the  South  to  involve  millions  of 
people  of  African  descent  in  the  process  of  determining  who  gets 
how  much  of  what,  when  and  where,  and  who  served  for  twenty 
years  as  the  Mayor  of  Tuskegee. 

He  has  led  the  State  there  to  support  Fannie  Mae's  efforts  to  re- 
move remaining  barriers  to  home  ownership  and  to  bring  even 
more  families  close  to  the  realization  of  the  American  dream. 

They  also  oppose  H.R.  3703,  because  it  would,  and  I  quote  them, 
"impede  future  progress  of  increasing  home  ownership  in  this  coun- 
try." 

Second,  Mr.  Chairman,  I  testify  here  today  against  the  back- 
ground of  nearly  twenty  years  that  I  spent  on  this  committee,  six 
of  them  as  Chair  of  the  Subcommittee  on  Domestic  Monetary  Policy 
and  four  of  them  as  Chair  of  the  Committee  on  International  De- 
velopment, Finance  and  Trade. 

And  third,  Mr.  Chairman,  I  testify  against  the  background  of 
these  more  than  forty  years  as  an  inner  city  pastor  here  in  the  Dis- 
trict of  Columbia,  a  civil  rights  activist  across  the  country,  includ- 
ing the  District  of  Columbia,  and  these  mission-driven  companies 
that  have  a  role  in  accomplishing  a  very  important  objective  for 
those  of  us  who  are  concerned  about  housing  for  the  least  among 
us. 
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Having  said  that,  Mr.  Chairman,  I  would  Hke  then  to  move  on 
to  the  question — if  you  will  bear  with  me  just  a  moment,  I  have 
lost  one  of  my  pages.  Let  me  move  on  then  just  to  point  out  that 
it  is  clear  that  in  the  effort  to  establish  a  program  for  making  af- 
fordable housing  available  to  people  for  whom  the  private  commer- 
cial market  was  not  providing  that  kind  of  access  to  mortgages  and 
ultimately  to  second  mortgages,  we  put  in  place  in  this  sub- 
committee the  Fannie  Mae  program,  the  GSE  program  and  we  are 
the  first  to  admit  that  it  has  not  worked  as  we  were  inclined. 

There  are  two  reasons  that  I  am  here.  One  is  that  I  am  so  proud 
and  appreciative  of  the  role  that  this  committee  took  in  passing  the 
Act  of  1992,  which  redefined  not  only  the  mission  and  charter  of 
the  GSEs,  but  also  placed  them  under  regulatory  authority  of  the 
one  agency  that  is  formed  and  designed  to  assure  that  America's 
people  are  affordably  housed.  I  think  they  have  done  a  reasonably 
good  job  since  1992,  not  enough,  but  the  facts  point  out  that  our 
national  ownership  rate  stands  now  at  67  percent;  and  a  little  clos- 
er to  home  here  in  the  District  of  Columbia  it  has  risen  to  42  per- 
cent. And  while  a  lot  more  needs  to  be  done,  I  am  pleased  at  the 
progress  that  has  been  made. 

Minority  home  ownership  during  the  1990's  grew  tremendously, 
and  that  is  not  to  say  that  much  does  not  still  have  to  be  done,  but 
the  African  American  home  ownership  rate  today  is  over  47  per- 
cent, up  some  42  percent  from  1993;  and  the  Hispanic  rate  is  up 
to  46  percent,  up  from  39  percent  at  a  time  when  you  passed  a  very 
important  piece  of  legislation  to  harness  the  potential  and  the  focus 
of  the  GSEs. 

So  it  is  clear  that  our  GSEs  are  part  of  the  answer  to  narrowing 
the  home  ownership  gap  and  the  rising  rate  of  minority  ownership 
of  homes.  These  are  significant  results  and  these  are  results  that 
should  not  be  taken  lightly,  Mr.  Chairman. 

For  that  reason,  I  want  to  see  that  the  reforms  proposed  do  not 
limit  what  has  begun  to  happen,  and  that  is  the  tremendous  en- 
couragement that  has  come  about,  because  HUD  did  set  goals  of  50 
percent  of  Fannie  Maes  and  the  other  business  as  serving  low-  and 
moderate-income  families. 

I  will  be  watching  to  see  if  that  continues  to  improve,  and  indeed 
have  some  plans  right  here  in  the  District  of  Columbia  to  force  the 
kind  of  cooperation  between  not  only  the  GSEs,  but  all  available 
Federal  and  private  programs  designed  to  provide  affordable  hous- 
ing for  the  people  of  the  District  of  .Columbia. 

A  second  reason  I  have  been  very  much  concerned  is  that  there 
is  a  greater  need  today  for  this  kind  of  mission  than  perhaps  at 
any  time  since  the  charters  were  given.  I  refer  you  to  the  report 
of  the  HUD  to  the  Congress  this  last  March.  In  its  report  on  the 
worst  case  housing  needs  of  the  country,  it  informed  you  that  worst 
case  housing  has  already  reached  an  all  time  high  of  4.5  million 
households  that  are  unable  to  qualify  for  home  ownership,  and  that 
is  600,000  worse  than  it  was  before  you  acted  in  1992. 

You  ought  to  know  that  here  in  the  District  of  Columbia  that 
problem  reflects  itself  most  acutely  than  any  other  place  in  the  Na- 
tion. In  the  last  two  years.  Section  8  waiting  lists  in  the  I)istrict 
have  increased  by  29  percent.  Our  public  housing  waiting  list  is  24 
percent.  There  is  underway  a  process  of  the  removal  of  low-  and 
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moderate-income  people  from  this  city  and  many  urban  centers 
across  the  country  that  really  cannot  be  allowed  to  continue. 

The  situation  here  and  across  the  country  would  have  been 
worse,  I  tell  you,  if  we  had  not  passed  that  1992  Act,  and  I  want 
to  see  the  fruits  of  that  Act  borne  before  we  move  to  dismantle. 
There  is  much  more  that  needs  to  be  done.  We  need  to  challenge 
these  GSEs  to  clean  up  the  predatory  loan  market  for  second  mort- 
gages. They  need  to  come  up  with  even  more  creative  ways  of  mak- 
ing home  ownership  available  to  senior  citizens  on  limited  income, 
and  moving  more  creditworthy  and  low-  and  moderate-income  loan 
applicants  from  the  C  to  D  to  A  ratings,  where  those  moves  are 
warranted. 

Once  they  become  homeowners,  our  GSEs  need  to  facilitate  ac- 
cess to  affordable,  nonpredatory  home  improvement  loans,  such  as 
they  have  begun  to  focus  on  since  the  Congress  acted  in  1992. 

I  would  like  to  take  a  moment,  Mr.  Chairman,  to  challenge  some 
of  the  points  made  by  the  critics  of  the  GSEs.  There  are  those  who 
assert  that  GSEs  should  no  longer  exist,  that  whatever  market 
field  they  were  originally  created  to  address  has  been  remedied  and 
that  the  private  market  without  the  GSEs  can  fully  meet  the  finan- 
cial needs  of  the  country  and  the  low-  and  moderate-income  people 
who  are  still  frozen  out  of  home  ownership. 

I  have  listened  to  the  arguments.  Some  of  them  are  rather  cute, 
but  not  correct,  and  some  of  the  authors  may  be  serious,  but  they 
are  seriously  wrong  and  sincerely  wrong. 

The  fact  is  that  it  is  precisely  because  the  private  market  has  not 
provided  this  mortgage  lending  that  the  Congress  has  seen  the 
need  to  enact  laws  like  the  Community  Reinvestment  Act.  It  is  pre- 
cisely because  this  so-called  private  market,  left  to  its  own  devices, 
will  not  serve  certain  segments  of  our  communities,  segments 
where  it  is  perceived  the  risks  are  too  high  and  the  returns  too  low. 

This  is  not  to  say  that  everyone  can  and  should  be  a  homeowner. 
It  is  just  that  the  Congress  determined  that  it  was  the  appropriate 
thing  to  do  to  focus  the  resources  of  what  we  call  GSEs  on  meeting 
this  market. 

I  am  disappointed,  I  have  been  disappointed  for  many  years,  that 
they  were  not  doing  it  to  the  extent  that  I  feel  necessary,  and  I  am 
pleased  that  the  arrangement  in  1992  has  resulted  in  a  greater 
focus  and  one  that  needs  to  be  built  upon  rather  than  have  these 
organizations  dismantled. 

The  effort  to  dramatically  change  or  privatize  would  mean,  in  my 
view,  that  the  underserved  would  be  even  more  underserved,  and 
I  await  anyone's  explanation  of  how  that  can  be  avoided. 

I  have  heard  complaints  about  Fannie  Mae  and  mission  creep, 
but  Fannie  and  Freddie  are  just  trying  to  do  the  job  that  the  Con- 
gress gave  them.  For  example,  critics  say  that  home  equity  loans 
are  mission  creep.  Well,  that  is  not  mission  creep.  Home  equity 
loans  are  an  important  part  of  the  mission  that  we  gave  Fannie 
Mae,  and  I  want  them  to  get  into  it. 

Today's  fancy  term  "home  equity  loan"  was  and  is  a  second  mort- 
gage. At  least  that  is  what  we  called  it  back  in  1984  when  I  was 
here,  and  this  committee  explicitly  added  second  loans  or  home  eq- 
uity loans  to  the  list  of  products  v/e  wanted  Fannie  Mae  to  buy.  We 
did  this  because  it  meant  that  second  mortgages  would  come  down 
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in  price  and  having  Fannie  and  Freddie  in  these  markets,  I  think, 
lower  consumer  prices  for  those  products,  and  that  is  good. 

Others  critics  say  that  Fannie  Mae  and  Freddie  Mac  are  risky. 
This  too  is  ridiculous.  Fannie  Mae  and  Freddie  Mac  are  the  best 
risk  managers  on  the  planet,  as  we  know.  Their  credit  losses  are 
low. 

Chairman  BAKER.  Mr.  Fauntroy,  if  I  can,  you  have  been  going  for 
about  fifteen  minutes.  If  you  can  begin  to  wind  it  up,  that  clock 
with  the  numbers  on  it  is  just  for  five  minutes  over.  It  is  not  five 
minutes  left. 

Mr.  Fauntroy.  All  right.  Let  me  then  just  briefly  mention  the 
criticism  that  Fannie  Mae  ought  to  be  subjected  to  State  taxes.  As 
you  know,  we  chartered  these  organizations  to  lower  the  cost  of 
home  ownership  in  all  50  States,  and  we  did  it  to  smooth  out  the 
regional  imbalances  in  the  mortgage  supply  and  to  integrate  re- 
gional mortgage  markets  into  the  national  capital  markets,  by  cre- 
ating a  liquid  secondary  market  for  mortgages  in  all  50  States. 
Fannie  Mae  also  lowers  the  exposure  to  banks  and  thrifts  to  re- 
gional downturns,  and  so  I  would  not  want  to  see  that  happen.  I 
am  pleased  that  we  require  them  to  pay  Federal  income  taxes  and 
to  pay  the  local  property  taxes,  as  they  do  here  in  the  District  of 
Columbia.  Although  we  in  the  District  of  Columbia  are  denied 
many  of  the  same  rights  that  citizens  of  the  50  States  have,  we  do 
have  that  right  and  for  that  reason  I  would  not  want  to  see  the  in- 
stitutions denied  this  ability  to  avoid  the  ability  to  smooth  out  the 
availability  of  mortgage  credit  and  to  smooth  out  the  effects  of 
downturns  in  various  communities. 

With  that,  I  will  just  conclude  my  remarks  and  ask  that  you  in- 
clude in  the  record  the  correspondence  to  me  from  both  the  World 
Conference  of  Mayors  and  the  National  Black  Caucus  of  State  Leg- 
islators. 

[The  prepared  statement  of  Hon.  Walter  E.  Fauntroy  can  be 
found  on  page  425  in  the  appendix.] 

Chairman  Baker.  Yes,  sir.  Thank  you  very  much.  Every  witness' 
complete  testimony,  as  well  as  all  addenda  suggested  by  the  respec- 
tive witnesses,  will  be  made  a  part  of  the  official  record. 

Reverend  Hagler  and  Mr.  Marks,  let  me  follow  on  to  the  prece- 
dence set  in  the  earlier  panel  of  witnesses  to  establish  your  motiva- 
tion for  being  here  today.  Have  either  of  you  been  requested  by 
Fannie  Watch  or  Fannie  Watch-related  interests  to  appear  here 
today  or  to  direct  your  testimony  in  any  manner;  or  have  you  finan- 
cially benefited  from  activities  of  Fannie  Watch  in  your  organiza- 
tional interests? 

Rev.  Hagler.  No,  I  have  not. 

Mr.  Marks.  Absolutely  not,  and  we  testified,  both  of  us,  four 
years  ago  in  front  of  the  DC  Committee,  and  at  that  time  spoke  out 
against  the  Fannie  Mae  subsidy  and  stated  that  they  should  pay 
taxes. 

Chairman  Baker.  For  the  record,  on  the  other  side  of  the  coin. 
Reverend  Hagler,  I  assume  that  your  organization  has  some  time 
in  the  past  had  a  financial  relationship  with  Fannie  and/or 
Freddie,  is  that  correct?  You  no  longer  have  a  relationship? 

Rev.  Hagler.  No,  that  is  not  correct.  We  have  had  no  relation- 
ship with  Freddie  or  Fannie. 
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Chairman  Baker.  Financial  or  otherwise? 

Rev.  Hagler.  Financial  or  otherwise;  a  relationship  of  advocacy 
trying  to  make  them  do  the  right  thing,  but  that  is  not  a  monetary 
one. 

Chairman  Baker.  Given  the  suspicions  that  surround  all  these 
considerations,  I  think  it  is  important  to  establish  your  perspec- 
tives. I  took  the  liberty  to  assume  your  testimony  was  adverse  to 
Fannie's  and  Freddie's  interest.  That  is  why  I  asked  that  question. 

Mr.  Fauntroy.  With  the  Chairman's  permission,  I  would  like  to 
answer  the  question  as  well. 

Chairman  BAKER.  Certainly. 

Mr.  Fauntroy.  Let  me  say  that  I  have  received  no  funding  from 
Fannie  Mae  ever.  I  have  never  attended  a  conference  of  Fannie 
Mae.  I  have  spent  years  in  the  trenches  providing  housing  for  low- 
and  moderate-income  people  here  and  around  the  country  through 
programs  that  have  been  supported  on  a  bipartisan  basis  by  both 
President  Johnson  and  President  Nixon,  as  my  testimony  shows. 

So  I  am  sincerely  focused  on  the  need  to  spare  those  who  are 
being  left  behind  in  larger  numbers  now  from  the  American  dream, 
by  market  forces  at  work,  market  forces  I  see  at  work  in  this  room 
given  what  I  know  about  corporate  power  and  corporate  propa- 
ganda. 

Chairman  Baker.  Mr.  Fauntroy,  specifically  I  really  wasn't  ask- 
ing about  you  personally.  I  was  asking  about  them  in  their  capacity 
in  which  they  appear  here  today  and  their  organizations. 

You  appear  here  today  for  the  National  Black  Leadership  Round- 
table.  That  statement  is  true  for  them  as  well? 

Mr.  Fauntroy.  And  for  New  Bethel  Baptist  Church,  the  church 
of  my  childhood,  the  church  where  I  have  been  pastor  for  forty 
years  and  from  which  base  I  have  engaged  in  civil  rights  activity 
and  political  action  designed  to  properly  distribute  income,  edu- 
cation, health  care,  jobs  and  justice  among  the  least  among  us,  too 
many  of  which  are  represented  in  the  black  community. 

Chairman  Baker.  And  that  statement  with  regard  to  the  church 
and  to  the  Roundtable  is  that,  to  your  knowledge,  neither  Fannie 
or  Freddie  or  FM  Watch,  to  your  knowledge,  contributed  to  any  of 
those? 

Mr.  Fauntroy.  I  assure  you  FM  Watch  has  not  come  to  me. 

Chairman  Baker.  I  kind  of  figured  that. 

Mr.  Fauntroy.  You  can  rest  assured  that  during  my  twenty 
years  on  this  committee,  I  came  to  understand  what  I  testified  to 
in  the  record  here  about  what  Paul  Volcker  and  Alan  Greenspan 
taught  me. 

Chairman  Baker.  To  your  earlier  testimony  of  last  week  in 
which  you  were  interested  in  some  pilot  project  within  the  District, 
innovative  housing  opportunities  to  achieve  that  end,  do  you  think 
it  is  ill-advised  to  ask  the  GSEs  to  contribute,  since  their  corporate 
headquarters  are  located  here,  through  some  assessment  toward 
District  improvements? 

Mr.  Fauntroy.  We  have  a  very  serious  problem  in  this  country 
and  I  am  experiencing  it  in  my  neighborhood,  where  people  are 
being  run  out  of  thiis  town,  what  we  call  Ward  9,  and  I  want  to  do 
in  the  immediate  future  what  we  did  thirty  years  ago,  and  that  is 
to  coordinate  and  concentrate  all  available  Federal  programs  and 
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private  sector  programs  on  that  problem,  and  for  that  reason  I  am 
going  to  be  after  everybody. 

Chairman  Baker.  Let  me  make  sure  I  understand.  Are  you  op- 
posed to  or  do  you  support  imposition  of  a  fee  or  a  tax  on  Fannie 
or  Freddie  on  just  their  District  holdings?  I  am  not  talking  about 
a  national  tax. 

Mr.  Fauntroy.  No. 

Chairman  BAKER.  Only  to  help  the  DC.  housing  market? 

Mr.  Fauntroy.  No.  I  am  not  for — I  want  it  to  carry  out  its  mis- 
sion, and  its  mission,  while  it  exempts  it  from  local  or  State  taxes 
on  income,  does  not  exempt  it  from  property  taxes. 

Chairman  Baker.  Correct. 

Mr.  Fauntroy.  Therefore,  I  want  them  to  pay  their  property 
taxes,  and  I  want  for  the  District  of  Columbia  residents  what  every 
other  citizen  has,  and  that  is  access  to  Fannie  Mae  GSE  programs 
designed  to  provide  access  to  decent,  safe  and  sanitary  housing  for 
people  who  have  been  left  out  of  that  access  by  the  private  sector. 

Rev.  Hagler.  Mr.  Chair,  I  am  sort  of  also  listening  to  the  testi- 
mony as  you  are,  and  I  was  curious,  because  I  wanted  to  know  an 
answer  to  a  question,  and  that  is  whether  the  Roundtable  received 
any  grants,  funds  from  Fannie  Mae,  Freddie  Mac?  And  I  wasn't 
sure  if  I  heard  that. 

Chairman  Baker.  The  question  I  asked,  because  he  is  appearing 
today  as  the  National  Black  Leadership  Roundtable  representative, 
I  assumed  that  was  the  gentleman's  answer,  that  they  have  not. 

Mr.  Fauntroy.  I  want  to  make  it  very  clear,  absolutely  not. 

Chairman  Baker.  That  is  what  I  understood. 

Mr.  Fauntroy.  I  put  in  the  testimony  of  two  organizations  that 
are  a  part  of  the  National  Black  Leadership  Roundtable,  which  is 
the  Caucus  Roundtable  upon  whom  we  lean  for  guidance;  Con- 
ference of  Black  Mayors  who  have  to  deal  with  these  problems  in 
these  cities  every  day;  and  second,  the  National  Black  Caucus  of 
State  Legislators,  who  recognize  what  would  happen  if  States  could 
tax  income  of  the  GSEs  in  terms  of  making  sure  that  the  money 
got  spread  around  to  the  people  who  most  need  it  at  a  time  when 
their  market  conditions  may  not  be  favorable  to  access  to  credit  for 
low-  and  moderate-income  people. 

Chairman  Baker.  Thank  you,  sir. 

I  am  going  to  go  on  just  for  a  minute  longer.  I  have  one  other 
question,  since  we  have  a  limited  number  of  Members  who  are 
here.  Relative  to  a  joint  press  conference  by  Secretary  Summers 
and  Secretary  Cuomo,  relative  to  recommendations  to  curb  preda- 
tory home  mortgage  lending,  I  would  like  each  of  you  just  to  re- 
spond. 

There  is  a  recommendation  which  I  would  intend  to  include  in 
the  construction  of  H.R.  3703,  which  is  not  today  in  H.R.  3703, 
which  states  that  Congress  should  enact  legislation  to  clarify  as 
necessary  the  authority  of  HUD  and  Federal  Housing  Finance 
Board  to  prohibit  through  regulation  Government-sponsored  enter- 
prises purchasing  loans  with  predatory  features. 

Now  I  don't  know  exactly  what  that  means,  but  would  any  of  you 
have  any  objection  to  that  inclusion  in  H.R.  3703? 

Mr.  Marks.  Absolutely.  It  needs  to  be  put  in.  We  would  abso- 
lutely support  it.  There  is  absolutely  no  reason  not  to  include  it. 
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Fannie  Mae  is  out  there  to  maximize  its  profits.  Their  economic  in- 
terest says  if  we  can  push  someone  who  can  get  an  8  percent  mort- 
gage into  a  subprime  loan  and  we  can  get  10  percent,  we  all  know 
what  Fannie  Mae  is  going  to  do,  because  their  job  is  to  maximize 
their  profits. 

So  absolutely,  that  is  an  important  addition  to  the  legislation,  be- 
cause the  economics  say  they  are  going  to  constrain  the  conven- 
tional criteria  to  get  200  more  basis  points  to  get  even  more  profits. 

Chairman  Baker.  Thank  you. 

Mr.  Fauntroy,  I  would  ask  your  response  on  that,  but  while  I  un- 
derstand your  testimony  being  concerned  about  obstructing  the 
progress  of  these  enterprises  engaging  in  their  mission,  what  in 
H.R.  3703,  in  your  opinion,  does  that? 

Mr.  Fauntroy.  I  think  the  Act  of  1992  does  all  that  needs  to  be 
done  at  this  time.  I  think  it — and  I  segue  right  into  your  last  ques- 
tion, namely  that  I  would  support  what  HUD  is  recommending  as 
freestanding  legislation,  for  the  reason  that  HUD  is  carr3dng  out 
the  mission  that  we  gave  it  to  regulate  these  GSEs  and  also  to  give 
them  goals  and  targets  that  they  must  meet,  and  they  have  begun 
to  do  that. 

Chairman  Baker.  You  would  support  whatever  the  regulators  at 
HUD  think  is  advisable  policy? 

Mr.  Fauntroy.  That  is  right.  I  think  that  is  their  responsibility. 

Chairman  Baker.  I  would  point  out  for  the  record  that  HUD  re- 
cently was  significantly  chastised  by  Members  of  this  subcommittee 
for  having  reported  that  they  felt  that  the  underwriting  criteria 
used  by  the  GSEs  resulted  in,  not  that  it  was  discriminatory,  but 
it  resulted  in  discriminatory  lending  practices  by  the  GSEs  and  sig- 
nificant criticism  was  leveled  at  the  GSEs  by  HUD  for  their  failure 
to  comply  successfully  with  their  mission  goals.  So  I  point  that  out. 

Mr.  Fauntroy.  HUD  is  doing  their  job.  Leave  them  alone. 

Chairman  Baker.  We  are  almost  close  there.  Good. 

Rev.  Hagler.  If  I  could  also  say  one  more  thing  in  reference  to 
the  predatory  lending  piece,  I  think  that  it  is  very  important  that 
it  somehow  be  embedded  in  there,  because  one  of  the  things  that 
has  been  in  my  experience,  and,  just  like  Reverend  Fauntroy,  I 
have  been  involved  in  the  civil  rights  movement  and  other  human 
rights-type  movements  in  the  world  as  well  as  in  the  country,  but 
one  of  the  things,  alarming  things  I  saw  was  Fannie  Mae  with  its 
huge  war  chest  basically  going  around  into  the  lending-type  advo- 
cacy communities  and  in  the  civil  rights  communities  attempting  to 
put  forth  a  program  of  moving  into  subprime  and  predatory-fea- 
tured lending,  with  the  quiet  fear  there  that  if  you  disagreed  with 
it  you  would  be  cut  off  from  the  grant  mechanisms,  and  so  forth, 
and  so  forth,  that  Fannie  Mae  and  Freddie  Mac  came  forth  with. 
So  that  is  a  danger  and  that  is  a  place  where,  in  a  sense,  GSEs 
should  not  be  in  terms  of  trying  to  really  quell  public  opinion  and 
expression  in  that  way  to  move  into  a  market  that  brings  more 
profit  and  unfortunately  exploits  millions  of  people. 

Chairman  Baker.  Thank  you,  sir. 

Mr.  Kanjorski. 

I  am  sorry. 

Ms.  Waters. 
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Ms.  Waters.  Thank  you,  Mr.  Kanjorski,  for  allowing  me  to  take 
this  time. 

I  think  it  is  probably  only  fair,  and  I  am  going  to  do  this,  to  ask, 
Mr.  Chairman,  that  I  am  able  to  insert  into  the  record  some  infor- 
mation on  behalf  of  Fannie,  because  of  the  statement  that  was 
made  about  them  redlining  in  Lawrence.  What  they  have  sent 
here,  and  I  will  pass  it  on  down  to  you,  is  documentation  that  they 
have  financed  a  total  of  1,056  single-family  loans  between  1995  and 
April  2000  in  the  City  of  Lawrence,  supporting  1,600,  and  it  looks 
like  50,  houses  of  the  72.5  percent  served  households  of  low-  or 
moderate-income,  and  80  percent  were  located  in  lower  and  minor- 
ity tracts. 

So  I  would  ask  that  in  all  fairness,  I  think  probably  should  be 
included. 

[The  information  referred  to  can  be  found  on  page  288  in  the 
appendix.] 

Chairman  Baker.  That  is  without  objection. 

Ms.  Waters.  Thank  you.  Thank  you  very  much. 

Mr.  Marks.  If  I  could  respond  to  that  as  well? 

Ms.  Waters.  I  beg  your  pardon? 

Mr.  Marks.  If  I  could  respond  to  that  as  well? 

Ms.  Waters.  No,  I  haven't  asked  you  to.  Thank  you. 

Let  me  just  say  that  I  really  do  appreciate  your  being  here,  be- 
cause all  of  this  is  quite  interesting  to  me  and  I  am  learning  an 
awful  lot.  I  don't  know  if  you  were  aware  of  the  fact  that  we  had 
a  financial  services  modernization  bill  that  passed  through  here 
with  Mr.  Gramm  literally  ending  up  negotiating  with  this  Adminis- 
tration in  the  wee  hours  of  the  morning  and  that  they  basically 
beat  me  out  in  trying  to  stop  an  attack  on  CRA  and  those  of  you 
who  try  and  service  CRA,  because  this  whole  business  about  trans- 
parency, I  thought,  was  just  an  attempt  to  try  and  weaken  the 
CRA  organizations  and  it  was  a  very  painful  experience  for  me.  I 
really  left  that  experience  feeling  quite  put  upon  by  Mr.  Gramm 
and  most  of  my  Republican  friends,  including  the  Chair  of  this  sub- 
committee where  you  are  here  today  who  opposed  CRA,  and  CRA 
organizations,  and  the  whole  law  that  I  try  and  desperately  hang 
on  to,  because  I  believe  that  the  work  is  important. 

And  so  when  I  find  the  CRA  groups  in  front  of  this  subcommittee 
with  Mr.  Baker,  I  really  have  to  try  and  understand  what  we  are 
doing.  I  think  we  all  have  the  same  goals,  that  we  want  to  have 
opportunities  for  people  to  be  homeowners  and  we  want  the  lend- 
ers, no  matter  who  they  are,  whether  it  is  Fannie  Mae  or  the  banks 
or  the  mortgage  companies,  to  make  these  loans  available.  We 
want  them  to  be  available  to  minorities  and  to  poor  communities 
and  we  want  a  fair  interest  rate  and  we  don't  want  exorbitant  fees. 
We  don't  want  predatory  lending.  I  think  we  all  share  those  goals 
and  I  think  you  do,  too.  But  what  I  am  finding  out  is  as  I  fight 
through  all  of  this  and  learn  every  aspect  of  this,  and  I  intend  to 
do  that  for  the  next  however  many  years  that  I  am  here,  I  guess 
what  I  am  finding  is  that  we  are  all  caught  up  in  this  spiral  of 
lending  by  institutions,  I  guess  good,  bad  and  indifferent. 

I  take  it  that  you — Mr.  Marks,  you  are  a  CRA  agency,  is  that 
right,  nonprofit? 

Mr.  Marks.  We  are  a  nonprofit  organization. 
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Ms.  Waters.  And  you  help  to  enforce  CRA  and  create  agree- 
ments with  banks  and  lending  institutions  on  behalf  of  the  people 
you  try  and  serve,  is  that  right? 

Mr.  Marks.  We  certainly  take  on  predatory  lending  and  fair 
housing  issues. 

Ms.  Waters.  So  what  you  have  is  you  have  some  agreements 
with  some  banks? 

Mr.  Marks.  Yes,  absolutely. 

Ms.  Waters.  Is  that  right?  Which  banks  do  you  have  agreements 
with? 

Mr.  Marks.  Bank  of  America,  First  Union,  Fleet,  others. 

Ms.  Waters.  And  Fleet? 

Mr.  Marks.  Yes. 

Ms.  Waters.  Now,  Mr.  Marks,  I  didn't  see  you  during  the  time 
I  was  getting  my  head  caved  in  on  the  conference  committee  on  the 
banking  services  financial  modernization  bill.  Where  were  you? 

Mr.  Marks.  Well,  with  all  due  respect,  Ms.  Waters,  when  the 
issue  of  predatory  lending  came  up  and  this  organization  was  the 
one  that  put  it  on  the  national  agenda. 

Ms.  Waters.  No,  no,  no,  no. 

Mr.  Marks.  Excuse  me.  I  am  trying  to  answer  your  question. 

Ms.  Waters.  Mr.  Marks,  let  me  frame  my  question  again.  This 
was  not  about  predatory  lending.  I  am  asking  a  specific  question 
about,  where  were  you? 

Mr.  Marks.  We  had  been 

Ms.  Waters.  When  they  tried — Mr.  Baker  and  his  colleagues — 
tried  to  kill  CRA,  where  were  you? 

Mr.  Marks.  We  Vv^ere  out  there.  We  were  contacting — we  were 
doing  the  grass-roots  organizing.  Every  once  in  a  while,  as  you 
know,  Ms.  Waters,  you  have  to  get  out  of  the  Washington  mentality 
and  you  have  to  organize  on  the  neighborhood  level.  That  is  what 
we  are  doing  with  tens  of  thousands  of  people.  You  go  in  your  dis- 
trict, in  your  district  and  you  go  to  a  NACA  workshop  where  there 
are  300  to  400  working  people,  predominately  minority,  and  you 
ask  them  and  you  stand  up  and  we  will  give  you  any  opportunity 
you  want,  and  you  can  say  you  stand  up  for  Fannie  Mae  because 
Fannie  Mae  says  these  people,  our  members  do  not  deserve  home 
ownership. 

Ms.  Waters.  Mr.  Marks,  reclaiming  my  time,  reclaiming  my 
time,  Mr.  Marks. 

Mr.  Marks.  Yes. 

Ms.  Waters.  I  think  I  said  one  thing.  I  think  that  I  gave  you  the 
benefit  of  the  doubt  in  saying  that  you  want  to  do  good  things.  I 
think  I  said  that.  I  asked  you  a  specific  question  about  where  were 
you  when  I  was  getting  my  head  kicked  in  trying  to  save  CRA. 

And  I  am  going  to  move  from  that,  because  obviously  you  weren't 
here. 

Rev.  Hagler.  The  reality  is  we  would  have  been  with  you  if 
there  was  an  invitation.  We  have  also  been  working  on  developing 
and  making  sure  our  offices  functioned  to  the  best  of  our  ability  to 
service  the  community.  The  same  thing  with  NACA. 

Ms.  Waters.  Reclaiming  my  time.  I  did  not  ask  you.  I  will  get 
to  you.  Reclaiming  my  time. 


119 

Chairman  Baker.  Gentlemen,  if  we  can,  just  to  have  regular 
order  here,  the  lady  does  control  the  time. 

Ms.  Waters.  You  were  not  here  either,  and  if  you  came  unsolic- 
ited today  I  would  expect  you  to  come  unsolicited  when  I  am  trying 
to  save  the  ability  for  you  to  represent  the  people  that  you  care 
about.  That  is  all  I  am  saying.  If  you  ask  me  if  I  was  hurt  by  that 
experience,  that  you  were  not  here,  yes,  I  am. 

Rev.  Hagler.  ok. 

Ms.  Waters.  Because  I  want  to  tell  you,  it  is  not  easy  to  sit  in 
this  room  at  12:00  or  1:00  in  the  morning  fighting  Phil  Gramm,  all 
of  the  Republicans,  Democrats  who  turn  on  you  and  the  Adminis- 
tration who  even  comes  in  and  negotiates  with  Mr.  Phil  Gramm  be- 
hind my  back.  So,  now,  having  said  that,  Mr.  Marks,  it  is  all  right 
for  you  to  come  here  and  criticize  these  GSEs.  I  don't  care.  As  a 
matter  of  fact,  a  pox  on  everybody's  house  that  is  not  doing  what 
they  should  do  for  poor  people  and  for  people  who  deserve  it. 

But  you  sit  here  with  agreements  from  Bank  of  America,  First 
Union  and  Fleet,  some  of  the  worst.  I  remember  when  Fleet  was 
in  this  room  with  horrible  stories  about  second  and  third  mortgages 
and  how  I  had  to  take  somebody  from  Fleet  in  the  back  and  force 
them  to  let  a  gentleman  out  of  a  loan  that  they  had  refinanced 
many,  many  times  and  he  was  paying  four  times  for  a  house  what 
he  started  out  to  pay. 

So  what  I  ask  you,  if  you  are  a  part  of  or  you  know  who  is  in- 
volved in  FM  Watch  or  whether  or  not  you  are  participating  with 
them  in  any  way,  I  want  you  to  know  that  all  of  the  organizations 
that  you  have  agreements  with  are  a  part  of  FM  Watch,  the  Finan- 
cial Services  Roundtable. 

So  when  you  come  here,  I  would  expect  that  you  would  not  only 
talk  about  what  your  problems  are  with  the  GSEs,  I  would  expect 
you  to  talk  about  the  predatory  lending  practices  that  Fleet  was  fa- 
mous for  and  the  fact  that  the  Bank  of  America  has  redlined  in 
South  Central  Los  Angeles  for  many  years  and  if  First  Union  is  the 
same  First  Union  that  I  know  about,  they  are  now  teaming  up  with 
Nick's  Check  Cashing  in  Los  Angeles  so  that  they  can  get  involved 
in  payday  loans  and  predatory  loans  in  the  worst  possible  way. 

Now,  having  said  that,  because  I  am  learning  all  of  this  stuff,  we 
have  got  some  problems  with  everybody  that  you  are  in  bed  with. 
They  are  predatory  lenders. 

We  have  got  problems  with  the  GSEs,  because  we  want  them  to 
do  more.  But  one  thing  for  sure,  I^can  get  Franklin  Raines  on  the 
telephone,  into  my  office,  into  my  district,  creating  projects  while 
I  am  banging  him  across  the  head  to  expand  lending  and  increase 
their  goals  as  they  have  just  done. 

Now,  if  you  come  in  here  and  you  take  on  the  GSEs  and  you 
don't  take  on  some  of  the  worst  in  the  industry,  yes,  it  does  make 
me  wonder  about  what  you  are  doing.  These  are  the  same  people 
who  want  me  to  undo  CRA.  You  are  in  bed  with  the  enemy.  You 
are  in  bed  with  the  same  people  who  say  that  we  don't  know  what 
you  are  doing  and  you  know  what  Mr.  Phil  Gramm  said  about  you, 
he  said  that  you  guys  were  guilty  of  blackmail  practically.  He  has 
used  terrible  words  in  these  meetings. 

Chairman  Baker.  Ms.  Waters,  if  you  can  begin  to  wrap  up,  the 
gentlelady  has  gone  on  now  for  some  time. 
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Ms.  Waters.  Yes,  and  I  am  going  to — unfortunately  these  things 
happen  this  way.  I  am  going  to  leave,  because  I  have  got  to  get  to 
a  meeting  of  the  Congressional  Black  Caucus,  and  you  won't  have 
an  opportunity  to  say  much  more  than  you  have  said.  The  facts  are 
irrefutable. 

Rev.  Hagler.  Well,  Congresswoman  Waters,  with  all  due 
respect- 


Mr.  Marks.  You  should  ask  about  the  integrity 

Ms.  Waters.  No,  no.  I  am  on  my  time,  on  my  time.  Reclaiming 
my  time.  I  am  reclaiming  my  time.  This  is  on  my  time.  Mr.  Marks, 
this  is  on  my  time.  Mr.  Marks,  this  is  on  my  time. 

What  I  want  to  leave  you  with  is  this,  I  am  your  friend.  I  have 
taken  some  big  blows  for  CRA.  I  have  worked  hard,  and  I  continue 
to  fight  the  very  people  that  you  end  up  having  to  do  these  agree- 
ments with.  And  all  I  want  you  to  leave  with  is  this:  Just  as  you 
come  unsolicited,  as  you  supposedly  have  done  today,  and  you  are 
not  a  part  of  FM  Watch  and  the  strategy  that  they  have  developed 
around  these  GSEs,  I  want  you  to  come  to  me  unsolicited. 

I  have  to  tell  you,  I  don't  know  who  everybody  is  out  there,  but 
I  expect  when  you  read  the  newspapers  and  when  you  see  the  big- 
gest bill  of  our  lifetimes  that  is  changing  banking  forever  and  ever 
in  this  country  and  CRA  is  at  stake,  I  expect  to  hear  from  you.  I 
expect  you  to  be  here  with  me.  That  is  all  I  am  telling  you  today. 
Just  as  you  are  here  today. 

Chairman  Baker.  Thank  you. 

Rev.  Hagler.  Can  I  have  a  comment  before  you  leave.  Congress- 
woman  Waters? 

Chairman  BAKER.  I  think  she  is  probably  on  her  way  to  a  meet- 
ing, but  I  would  be  happy  to  recognize  you  for  a  few  minutes,  if 
you  choose  to  speak  now. 

Rev.  Hagler.  Let  me  say  this,  the  fact  is  that  the  so-called 
agreements  only  shows  that  you  don't  know  who  NACA  is.  NACA 
has  fought  tooth  and  nail  each  of  these  institutions  around  red- 
lining and  caused  them  to  see  the  light,  caused  them  to  see  what 
the  problem  is.  And  the  fact  that  we  created  a  structure  to  better 
deliver  the  services  to  those  who  are  most  in  need  and  underserv- 
iced  than  even  those  banking  entities  is  the  reason  that  we  are 
there. 

We  have  always  been  in  the  trenches.  We  continue  to  be  in  the 
trenches.  We  have  developed  our  offices  in  a  meticulous  way  in 
terms  that  there  is  a  glove  treatment  to  every  single  client  who 
walks  through  the  doors  absolutely  free,  and  we  work  with  them 
not  only  to  repair  their  credit,  but  to  deal  with  them  so  they  can 
get  the  best  deal  and  be  able  to  stabilize  their  communities. 

You  know,  so  one  of  the  problems  here  is  the  problem  of  pointing 
fingers  and  looking  for  demons  under  every  rock.  The  issue,  I 
would  hope,  is  that  everyone  on  both  sides  would  inquire  into  the 
truth,  to  inquire  into  what  are  the  realities  out  there  and  what  are 
not  the  realities,  to  define  what  can  make  the  systems  work  better 
and  to  ask  the  question  of  how  do  we  begin  to  deliver  the  services 
that  were  probably — hopefully  intended  from  the  first  to  the  people 
who  directly  need  it. 

We  are  not  raising  that.  We  are  protecting  one  entity  or  we  are 
trying  to  crucify  the  entity  rather  than  coming  down  the  middle 
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and  inquiring  on  what  is  the  truth  and  what  really  needs  to  be  dis- 
cerned here,  and  the  truth  that  needs  to  be  discerned  here — thank 
you,  Congresswoman.  The  truth  that  needs  to  be  discerned  here  is 
that,  yes,  there  is  a  lot  of  manipulation  that  has  been  going  on,  and 
really  by  the  GSEs,  because  that  is  where  we  have  experienced 
them. 

Chairman  Baker.  If  I  may,  let  me  ask  Mr.  Marks  to  respond  for 
a  couple  of  minutes  to  get  his  comment  on  the  record.  Mr.  Marks. 

Mr.  Marks.  It  is  true  that  Senator  Gramm  has  called  us  "bank 
terrorists"  and  he  has  called  us  worse  things  than  that.  He  has 
called  us  "extortionists,"  and  we  wear  that  as  a  badge  of  honor  in 
the  tradition  of  Robin  Hood,  if  that  is  necessary  to  provide  working 
people  the  opportunity  to  be  homeowners,  we  are  absolutely  going 
to  do  that.  If  we  have  the  banks  who  are  working  in  partnership 
with  NACA  to  provide  $3.8  billion  in  the  best  mortgage  product  of 
the  country,  we  wear  that  as  a  badge  of  honor.  If  you  do  not  know 
our  history,  go  back  and  see  what  we  did  in  the  four-and-a-half- 
year  war  against  Fleet,  in  the  campaigns  against  First  Union,  in 
the  campaigns  against  a  number  of  other  institutions  where  we 
have  gotten  them  to  the  table,  where  they  have  made  agreements 
that  meet  the  needs  of  working  people.  You  have  to  focus  on  get- 
ting the  job  done,  which  is  what  NACA  does  versus  what  Fannie 
Mae  and  the  other  GSEs  don't  do. 

It  shouldn't  be  the  fact  that  the  major  lending  institutions  in  this 
country  do  more  for  affordable  housing  than  taxpayer  subsidized 
GSEs.  That  is  the  question.  If  a  taxpayer  is  going  to  foot  the  bill, 
then  the  GSEs  have  to  step  up  to  the  plate.  We  don't  subsidize  the 
banks.  They  don't  have  a  charter  with  the  Government  that  says 
they  have  to  meet  the  needs  of  low-  and  moderate-income  people. 
Therefore,  Fannie  Mae  should  do  at  least  and  more  of  what  the 
other  lenders  out  there  do.  They  should  disassociate,  divest  from 
the  Government,  both  with  its  charter  and  with  its  subsidy,  and 
compete  with  the  rest  of  the  lenders  in  this  country. 

Chairman  BAKER.  Thank  you,  Mr.  Marks.  Let  me  move  on. 

I  am  going  to  recognize  Mr.  Kanjorski  in  just  a  minute.  I  have 
a  couple  of  comments  I  would  like  to  make.  I  do  think  the  pro- 
ceedings, unfortunately,  over  the  past  couple  of  weeks  have  taken 
on  an  unusual  tone;  and  last  week  some  were  questioning  whether 
Ralph  Nader  was  truly  a  consumer  advocate.  I  found  that  some- 
what noteworthy. 

Second,  today,  although  I  may  not  agree  with  every  activity  the 
groups  have  engaged  in,  I  don't  consider  myself  a  person  who  is  out 
to  destroy  CRA,  and  I  have  respect  for  people  who  are  in  the  real 
world  trying  to  help  poor  people  get  into  decent  housing.  I  think 
that  is  a  very  laudible  goal,  and  I  commend  both  of  you. 

Let  me  also  say  I  commend  you  for  your  courage  for  coming  into 
this  hearing  room  and  saying  on  the  record  what  you  said.  Whether 
we  all  agree  with  it  or  not,  it  is  not  a  simple  thing  to  do. 

There  is  one  other  thing  I  want  to  bring  up  and  I  am  saying  this 
without  anger,  Mr.  Kanjorski,  so  I  don't  want  to  start  another 
fight,  but  it  is  serious.  There  has  been  distributed  around  the  sub- 
committee hearing  room  today,  to  the  media,  a  Dow  Jones  wire 
service  story  which  indicates  Members  of  this  subcommittee  have 
received  significant  financial  contributions  from  Fannie  Watch  re- 
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lated  interests,  meaning  a  bank  belongs  to  Fannie  Watch.  There- 
fore, if  a  bank  gave  a  Member  a  contribution  in  1992,  there  is  an 
implicit  relationship  that  this  legislation  is  moving  forward  to  ad- 
vance the  interest  of  Fannie  Watch  or  those  individual  Members. 

I  am  specifically  mentioned  in  it.  Mr.  Kanjorski  is  mentioned  in 
it,  but  at  a  far  lower  level.  Let  me  come  to  your  quick  defense.  You 
made  the  cut,  but  just  barely.  And  there  are  a  lot  of  other  Demo- 
crats and  Republicans.  It  is  preponderantly  Republican. 

I  note  that  one  particular  GSE  representative  has  been  distrib- 
uting this  during  the  course  of  the  hearing. 

Certainly  anyone  can  question  my  motives,  but  I  will  say  on  the 
record,  you  can  examine  me  from  stem  to  stern  and  you  will  not 
find  within  me  motivation  to  disrupt  GSEs,  the  delivery  of  housing 
product  or  to  be  steered  by  financial  contributions  from  anyone  for 
any  reason;  and  I  think  the  fact  that  that  information  is  being  uti- 
lized has  opened  another  door. 

Mr.  Fauntroy,  can  you  tell  me  what  relationship 

Mr.  Kanjorski.  Mr.  Chairman,  I  think  I  should  ask  for  my  five 
minutes. 

Chairman  Baker.  I  recognize  you  for  five  minutes. 

Mr.  Kanjorski.  I  listened  to  the  testimony  of  the  Reverend  and 
Mr.  Marks.  I  think  I  made  a  mistake  when  I  bought  a  ticket  for 
my  return  flight  back  from  my  district.  I  obviously  said  "Ozland," 
because  I  am  listening  to  your  testimony  and  you  sound  like  vir- 
gins in  Washington.  I  did  not  know  there  were  any,  but  I  am  glad 
there  are  a  few  left. 

You  indicated  in  your  testimony.  Reverend,  that  something  that 
really  set  you  off  was  some  funding  that  you  were  going  to  get  from 
one  of  these  GSEs.  After  you  spoke  your  mind,  however,  the  execu- 
tive director  said,  "Thanks  an  awful  lot  for  losing  the  $85,000 
grant." 

I  do  not  want  to  get  into  all  that,  but  that  is  what  I  understood. 
There  was  a  motivation  there. 

Rev.  Hagler.  Let  me  set  the  record  straight,  because  you  have 
got  that  fact  wrong,  so  it  is  important  to  set  that  record  straight. 

It  was  a  conference  on  the  Community  Reinvestment  Act  that 
Fannie  Mae  may  have  had  partially  underwritten.  In  that  con- 
ference, the  CEO,  Mr.  Johnson,  spoke.  We  confronted  Mr.  Johnson 
as  a  participant  in  the  conference,  not  applying  for  any  grant  from 
anybody. 

Mr.  Kanjorski.  I  thought  you  said  that  after  you  got  back 

Rev.  Hagler.  No,  I  got  it  from  the  executive  director  of  that  coa- 
lition who  said,  'Tou  see  what  you  cost  us  by  speaking  out?"  I  don't 
have  an3rthing  to  do  with  that.  I  was  a  participant  in  the  con- 
ference. I  spoke  the  truth. 

Mr.  Kanjorski.  You  made  the  assumption  that  that  refusal  of 
$85,000  was  directly  as  a  result  of  your  statements? 

Rev.  Hagler.  I  didn't  make  the  assumption.  That  is  what  the  ex- 
ecutive director  told  me  when  I  did  call  him. 

Mr.  Kanjorski.  He,  of  course,  knows  that  because  he  lost  the 
grant  or  he  was  in  communication  with  the  people  who  decided  the 
grant.  I  am  not  going  to  argue  that  position  with  you.  It  just 
sounds  rather  naive  to  me  that  you  think  that  it  occurred.  If  it  did 
occur,  maybe  we  should  examine  all  of  those  things  in  the  future. 
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Mr.  Marks,  you  are  here  as  a  CRA  advocate.  I  have  to  tell  you, 
when  I  came  to  the  Congress  of  the  United  States,  my  record  on 
CRA  was  rather  clear.  I  opposed  it.  You  probably  convinced  me 
today  that  I  was  right  when  I  first  came  here.  This  last  time  when 
I  decided  to  support  CRA,  I  may  have  made  a  mistake.  What  you 
are  telling  me  is  there  has  been  a  tremendous  reaction  from  the 
banking  communities  of  America  to  do  all  these  wonderful  things 
without  any  compulsion  of  law.  If  you  think  that,  you  are  the  most 
naive  individual  I  have  ever  heard  testify  here. 

The  only  reason  you  are  getting  the  support  of  some  of  these 
banking  communities  is  because  CRA  is  in  place.  I  did  not  think 
the  idea  of  transparency  was  that  bad,  quite  frankly,  when  we  de- 
bated it  during  last  year's  conference  on  financial  modernization.  I 
had  heard  a  lot  of  comments  that  CRA  organizations  were  out 
there  drumming  up  contracts  and  grants  to  keep  them  alive  and 
to  pay  for  their  expenditures  at  the  threat  of  stopping  mergers, 
consolidations  and  other  activities.  That  is  probably  as  practical  to 
make  that  judgment  as  the  $85,000  grant  that  was  a  result  of  the 
ministers'  statements,  misstatements,  or  whatever. 

Mr.  Marks.  Mr.  Kanjorski,  may  I  respond? 

Mr.  Kanjorski.  I  am  going  to  let  you  respond.  I  do  not  normally 
defend  Ms.  Waters.  She  is  much  further  to  the  left  than  I  am,  quite 
frankly,  but  to  see  organizations  such  as  yours  come  in  here  and 
talk  of — I  think  $3.5  billion  of  mortgaging,  warrants  such  defense. 

I  commend  you  for  doing  that,  but  $3.5  billion,  Mr.  Marks,  is  not 
even  a  spit  in  the  ocean  for  disadvantaged  mortgaging  in  this  coun- 
try. 

I  could  jump  to  the  next  logical  conclusion  of  your  argument,  that 
of  why  we  should  not  have  CRAs.  You  have  convinced  me.  The 
other  testimony  of  the  first  panel  here  warrants  that  we  ought  to 
do  away  with  GSEs.  We  never  needed  them  to  begin  with.  We  real- 
ly have  done  a  disservice  to  the  Congress  of  the  United  States.  I 
think  the  private  market  out  there  would  be  doing  everything  that 
is  being  done  today  better  and  certainly  more  responsive  to  the 
poor  and  minorities  of  this  country  if  we  stepped  out  of  the  picture 
and  repealed  all  the  laws  that  we  have  in  place.  That  is  what  I  am 
hearing  from  your  testimony. 

Mr.  Marks.  If  I  can  respond,  I  appreciate  the  lecture  on  whether 
I  know  CRA  or  not. 

I  used  to  work  for  the  Federal  Reserve  Bank  of  New  York.  I  was 
in  the  domestic  applications  area.  I  dealt  directly  with  the  mergers 
and  acquisitions  of  the  major  institutions  in  District  2.  So  while 
you  were  doing  your  piece,  I  was  doing  this  at  the  Federal  Reserve. 
I  understand  CRA,  both  how  it  was  implemented  when  I  was  at  the 
Federal  Reserve  Bank;  I  understand  how  the  regulators  look  at 
CRA.  I  understand  CRA  is  a  good  premise,  very  important,  but  it 
has  no  teeth. 

We  also  understand  that 

Mr.  Kanjorski.  So  we 

Mr.  Marks.  I  am  sorry.  If  you  could  give  me  the  respect  that  I 
gave  you  when  I  listened.  The  point  I  would  like  to  say 

Mr.  Kanjorski.  There  are  separate  roles  here,  Mr.  Marks.  We 
call  you  to  respond  to  our  questions.  We  do  not  call  you  to  give  you 
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a  platform,  OK?  If  you  want  a  platform,  go  outside  in  the  square. 
That  is  where  the  television  cameras  are  and  you  can  speak  there. 

But,  respond  to  our  questions  when  you  come  in  here,  OK? 

Mr.  Marks.  It  would  be  nice  if  they  were  factual. 

Mr.  Kanjorski.  I  do  not  know  that  I  have  made  any  factual  com- 
ments. I  am  drawing  conclusions.  I  am  listening  to  the  testimony 
of  witnesses,  and  what  I  gather  from  these  witnesses  is  that  we 
have  done  a  terrible  thing  in  this  country  for  the  last  sixty  years 
in  creating  GSEs.  We  have  not  solved  the  problem.  The  private 
market  would  have  done  a  lot  better,  and  one  of  the  major  mis- 
takes we  made  in  this  country  was  passing  the  Community  Rein- 
vestment Act.  I  think  maybe  we  ought  to  go  back  and  rethink  all 
these  things.  I  think  you  persuaded  me  that  you  have  the  right  an- 
swers and  that  your  contacts  and  relationships  with  these  major 
banks  would  have  occurred  in  spite  of  what  the  Federal  Govern- 
ment has  undertaken.  That  the  legislation,  I  think,  has  been  vi- 
sionary legislation  over  the  last  thirby  or  forty  years  to  accomplish 
what  we  have  arrived  at.  You  probaBly  have  opened  my  mind. 

I  may  think  back  to  this  day  when  we  get  into  those  rooms  in 
the  future  and  start  negotiating  and  remember  that  we  probably 
are  holding  you  back.  We  ought  to  cut  you  loose  into  the  private 
market.  You  would  go  crazy  in  that  private  market  and  take  care 
of  all  these  needs  and  all  these  standards  you  talk  about. 

Thank  you,  Mr.  Chairman. 

Mr.  Marks.  If  I  could  respond,  with  all  due  respect 

Chairman  Baker.  You  can  on  my  time,  but  be  brief,  because  I 
have  got  a  few  things  to  get  off  my  chest. 

Mr.  Marks.  I  will. 

The  fact  of  the  matter  is,  absolutely  CRA,  sir,  is  important,  but 
so  are  fair  lending  laws.  So  are  the  other  laws  out  there.  When 
NACA  took  on  Fleet  Finance,  it  was  around  the  legal  issue,  around 
RESPA,  fair  housing.  CRA,  as  you  understand,  is  not  enforceable 
except  during  a  merger  or  an  acquisition.  It  has  to  have  more 
teeth.  We  understand  that.  We  are  out  there  taking  on  that  fight. 
So  obviously,  CRA 

Mr.  Kanjorski.  Mr.  Marks,  you  do  not  take  on  that  fight.  The 
Congress  of  the  United  States  passes  that.  That  is  the  problem. 
What  you  have  done  is  take  a  major  step  back,  because  you  are 
starting  to  lose  the  support  of  people  that  you  have  in  the  Congress 
for  the  very  thing  you  want  to  give  teeth. 

I  will  tell  you  what  teeth  was.  If  Mr.  Gramm  had  his  way,  he 
would  have  pulled  out  every  tooth  in  the  mouth  of  CRA  because  it 
would  have  gone.  I  am  not  saying  that  you  are  right  or  you  are 
wrong,  or  that  other  people  are  right  or  wrong.  I  am  just  saying, 
we  should  hear  the  testimony  and  jump  on  forty  or  fifty  years  of 
history  in  this  country  in  progressive  policy  toward  housing  for 
poor  people  and  average  people.  Nobody  will  claim  that  we  had  it 
right  or  that  you  had  it  wrong.  You  seem  to  be  saying  to  me  that 
you  are  the  only  person  who  knows  how  this  thing  works.  It  is  not 
working  because  of  the  laws  this  Congress  has  passed,  but  it  is 
working  because  you  have  been  able  to  make  these  arrangements 
with  all  these  banks.  I  would  like  to  give  you  an  opportunity  to  go 
back.  Without  the  benefit  of  all  these  laws,  go  back  and  make  that 
free  market  negotiation. 
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Mr.  Marks,  I  tell  you,  if  we  did  not  have  CRA  and  if  you  knocked 
on  the  door  of  any  one  of  the  three  banks  you  mentioned,  they 
would  not  even  let  you  talk  to  the  assistant,  to  the  under-assistant, 
to  the  deputy  assistant,  to  the  treasurer  of  that  institution.  The 
only  reason  you  are  in  there  and  have  those  agreements  is  a  thirty- 
or  forty-  or  fifty-year  fight  in  the  Congress  of  the  United  States  to 
try  and  open  this  up. 

Have  we  done  it  right?  Not  in  its  entirety.  You  come  in  here, 
however,  attacking  the  policy  and  supporting  the  last  table  that 
was  here.  They  want  a  flat  tax.  I  guess  we  could  say  that  you  guys 
want  it  too. 

Do  you  really  want  it?  I  guess  I  should  ask  that  question. 

Mr.  Marks.  The  focus  is  on  GSEs.  It  is  not  on  CRA.  When  you 
are  in  the  affordable  housing  area,  you  develop  coalitions  based  on 
the  issue.  This  coalition  is  when  some  people  on  the  Republican 
side  and  the  Democratic  side  say  that  GSEs  have  to  be  held  ac- 
countable. 

Well,  we  develop  these  coalitions  to  keep  affordable  housing  and 
mortgages  for  working  people.  So  let's  not  confuse  this  with  CRA. 
Let's  keep  the  focus  on  what  the  GSEs  subsidized  by  taxpayers 
have  to  do  as  per  their  charter.  Let's  not  confuse  the  issue.  Let's 
not  blur  the  issue,  with  all  due  respect. 

Mr.  Kanjorski.  You  come  over  to  the  floor  this  afternoon,  and 
you  watch  whether  the  Majority  party  supports  more  money  for  the 
regulators  of  Fannie  Mae  and  Freddie  Mac.  I  assure  you,  they  will 
not.  We  have  to  ask  is  there  something  that  can  be  done  today  to 
make  sure  the  mission  is  being  carried  out,  and  that  the  responsi- 
bility, safety,  and  soundness  of  the  system  is  being  protected?  Are 
they  going  to  support  it?  Is  that  amendment  going  to  pass? 

I  will  wager  with  you  right  now  it  does  not  pass. 

Mr.  Marks.  But  the  question  is,  are  Fannie  and  Freddie  doing 
what  they  are  required  to  do,  not  whether  CRA  is  there. 

We  will  stand  with  you  for  CRA.  We  will  stand  against  the  peo- 
ple who  are  against  that.  But  you  should  have  the  focus  and  the 
strength  of  your  integrity  to  say,  is  Fannie  Mae  the  solution  or  the 
problem?  Focus  on  that. 

Chairman  Baker.  If  I  may  try  to  get  back  in  the  game  here,  I 
have  got  a  couple  of  minutes  of  stuff  before  we  wrap  this  up.  Again, 
I  appreciate  your  courtesies  in  being  here.  I  return  to  the  subject 
of  contributions  to  Members  of  the  subcommittee  in  regard  to  their 
support  or  opposition  to  legislation.  I  just  want  to  make  clear,  Mr. 
Fauntroy,  does  the  National  Black  Leadership  Roundtable  have 
any  leadership  to  the  Congressional  Black  Caucus  foundation  or 
are  they  two  separate  enterprises? 

Mr.  Fauntroy.  Absolutely  no  relationship. 

Chairman  Baker.  What  I  wanted  to  bring  to  Ms.  Waters'  atten- 
tion— and  unfortunately,  she  has  now  left — for  example,  if  we  start 
following  money  and  influence,  the  aggregate  contributions  to  all 
Members,  not  one — on  the  Republican  side,  in  the  cited  article,  it 
was  $250,000.  Some  are  assuming  that  is  going  to  influence  Mem- 
bers' judgment  on  H.R.  3703.  I  can  tell  you  it  hasn't,  but  in  1998, 
the  Fannie  Mae  Foundation — I  may  be  incorrect  about  "Founda- 
tion," whether  it  is  Fannie  Mae — gave  the  Black  Caucus  Founda- 
tion $82,000,  but  in  1999  gave  them  $500,000. 
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Now,  I  don't  think  any  of  that  has  relevance  to  the  considerations 
of  this  subcommittee,  but  I  am  saying  to  all  parties,  let's  conduct 
a  professional  debate  of  the  issue.  Stop  questioning  each  other's 
motives  and  why  one  appears  for  or  against  the  legislation,  and 
eventually  we  will  vote  on  this  proposal. 

I  started  it  with  the  premise  that  my  work  was  based  on  rec- 
ommendations of  the  CBO,  the  GAO,  the  Treasury,  Alan  Green- 
span and  a  number  of  other  people  who  happen  to  know  more 
about  this  than  I  do.  And  if  there  are  defects  with  the  bill,  I  am 
perfectly  willing  to  accept  modifications. 

In  the  case  of  predatory  lending  prohibitions,  last  week  in  taking 
the  Community  Reinvestment  recommendation  with  regard  to  mis- 
sion compliance  and  line-of-credit  suspension,  I  think  there  are  a 
lot  of  good  ideas  that  have  been  promoted  through  these  hearings 
to  this  point.  My  door  is  not  closed  to  anyone.  This  is  a  work  in 
progress. 

And  let's  put  down  the  accusatory  attitude  about  the  reasons  for 
this  subcommittee's  work  and  see  if  we  can't  enhance  consumer  de- 
livery of  low-income  product  while  at  the  same  time  protecting  tax- 
payers from  unwarranted  risk.  Those  are  absolutely  the  two  points 
of  this  legislation.  To  the  extent  it  doesn't  achieve  it,  I  am  still 
waiting  on  the  GSEs  to  deliver  a  document  to  my  door  that  says 
how  we  get  there.  I  haven't  gotten  it;  I  have  asked  repeatedly.  They 
viewed  the  bill  and  its  content  before  its  introduction. 

I  am  going  to  extend  to  Mr.  Kanjorski  in  the  next  day  or  two  an 
offer  to  have  a  study  group  plan,  but  I  hope — on  some  rules  of  con- 
duct that  I  hope  he  will  find  acceptable,  because  I  want  to  open  it 
up  more.  If  there  are  more  people  who  want  to  come  in  and  tell 
us  what  is  wrong  with  what  we  are  doing,  let's  hear  from  them. 
We  will  have  more  hearings.  I  just  hope  the  tone  of  the  last  hear- 
ing and  this  one  can  be  slightly  modified  to  where  we  can  hear 
from  people  with  differing  opinions  come  to  professional  conclusions 
and  make  appropriate  decisions  for  all  parties. 

To  that,  did  you  care  to  respond,  Mr.  Kanjorski? 

Mr.  Kanjorski.  No. 

Chairman  BAKER.  I  am  saying  this  with  the  highest  degree  of 
sincerity.  We  have  worked  together  on  Home  Loan  Bank  and  a  lot 
of  other  tough  issues  over  the  last  decade,  and  I  think  it  is  time 
we  focus  on  an  appropriate  manner  of  conduct  for  this  sub- 
committee. 

With  that  having  been  said,  we  will  have  a  meeting  in  July  for 
market  participants. 

This  hearing  is  adjourned.  Thank  you. 

[Whereupon,  at  1:47  p.m.,  the  hearing  was  adjourned.] 


H.R.  3703— THE  HOUSING  FINANCE 
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THURSDAY,  JULY  20,  2000 

U.S.  House  of  Representatives, 
Subcommittee  on  Capital  Markets,  Securities 
AND  Government  Sponsored  Enterprises, 
Committee  on  Banking  and  Financial  Services, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  10:12  a.m.,  in  room 
2128,  Rayburn  House  Office  Building,  Hon.  Richard  H.  Baker, 
[chairman  of  the  subcommittee],  presiding. 

Present:  Chairman  Baker;  Representatives  Lucas,  Ryan, 
Sweeney,  Biggert,  Terry,  Toomey,  Roukema,  Royce,  Cook, 
Kanjorski,  Bentsen,  Waters,  C.  Maloney  of  New  York,  J.  Maloney 
of  Connecticut,  Mascara,  and  Jones. 

Chairman  Baker.  I  would  like  to  call  this  hearing  of  the  Capital 
Markets  Subcommittee  to  order  and  welcome  all  those  in  attend- 
ance. 

The  purpose  of  the  hearing  this  morning  is  to  receive  testimony 
of  those  engaged  as  market  participants  in  the  delivery  of  home 
financing  products  to  consumers. 

When  I  began  the  review  of  the  Government-sponsored  enter- 
prises a  few  years  ago,  my  principal  area  of  concern  was  then  what 
would  happen  if  market  conditions  changed  dramatically  and  one 
of  the  GSEs  became  insolvent.  Well,  I  was  assured  that  that  simply 
would  not  happen.  After  all,  such  circumstances  would  necessitate 
that  every  financial  institution  in  the  world  would  be  in  extreme 
duress.  There  would  be  regional  economic  dislocations  of  enormous 
proportions.  The  description  sounded  to  me  like  Louisiana  in  the 
late  1980's. 

Then  I  was  reminded  that  Fannie  Mae,  frankly,  was  insolvent 
from  1979  to  1984,  if  you  remember.  Until  after  creative  regulatory 
oversight  and  forbearance  of  taxes  due,  Fannie  was  allowed  to  grow 
its  way  out  of  its  insolvency.  This  was  a  convenience  not  afforded 
to  any  S&L  that  I  am  aware  of,  at  least  not  in  Louisiana. 

And  so  here  we  are  in  the  year  2000  being  told  that  the  GSEs 
are  above  reproach,  and  that  with  such  smart  and  capable  people 
running  the  show  we  should  not  even  examine  the  financial  condi- 
tion of  these  enterprises.  Smart  people  who  have  operated  a  highly 
profitable  enterprise,  at  least  in  the  near  term,  should  never  be 
questioned.  That  certainly  was  the  accepted  view  just  before  LTCM 
failed. 

Afterwards,  many  said,  "Why  weren't  the  tough  questions 
asked?"  Some  even  suggested  it  was  not  critically  analyzed  because 
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of  LTCM's  unprecedented  record  of  profitability  until  the  market 
turned  unexpectedly,  but  the  market  did  turn.  Smart  people  went 
bankrupt.  Taxpayers  barely  escaped. 

The  only  goal  of  this  effort  today  and  over  the  past  months  is  to 
take  whatever  action  is  proper  and  necessary  to  ensure  taxpayers 
will  never  again  be  called  on  to  pay  for  ill-advised  risk  taken  by 
any  financial  institution.  The  enormity  of  the  GSEs,  their  scope  in 
enterprise  activity  is,  frankly,  very  hard  to  comprehend.  They  are 
literally  everywhere  in  the  financial  marketplace  domestically  and 
internationally.  If  there  was  a  misstep,  the  adverse  consequences 
would  extend  far  beyond  the  24  percent  rate  of  return  shareholders 
currently  enjoy. 

On  the  other  hand,  other  than  the  U.S.  Treasury,  no  other  finan- 
cial instrument  has  benefited  from  such  broad  market  acceptance, 
and  all  of  this  flows  from  the  perceived  Governmental  guarantees. 

Let  me  again  state  what  I  have  said  throughout  this  process. 
Today  the  GSEs  are  very  well  managed,  profitable,  and  a  signifi- 
cant contributor  to  facilitating  home  ownership  for  many  people. 
But  that  does  not  obviate  the  requirement  for  appropriate  regu- 
latory oversight. 

Like  any  business  enterprise,  they  are  not  immune  to  business 
reversals.  It  is  our  responsibility,  as  Members  of  Congress,  to  ex- 
amine the  regulatory  system  and  the  consequences  of  failing  to  gov- 
ern the  current  dominance  of  these  activities. 

To  that  end,  we  will  hear  today  from  significant  market  partici- 
pants, those  who  may  have  direct  financial  relationships  with  the 
enterprises.  Take  realtors,  for  example.  They  have  no  direct  ad- 
verse consequences  if  an  enterprise  would  get  into  difficulty;  how- 
ever, as  long  as  the  GSEs  facilitate  access  to  low-cost  mortgages, 
it  is  significant  in  earning  next  month's  6,  7,  or  8  percent  commis- 
sion. The  same  is  true  for  home  builders.  A  product  is  more  readily 
sold  if  there  is  a  stable  liquid  mortgage  finance  industry. 

Now,  I  can  say  these  things  because  I  am  a  home  builder,  devel- 
oper, and  a  former  member  of  the  realtors.  I  say  "former  member." 
I  think  your  enrollment  numbers  are  inaccurate  this  morning.  You 
want  to  reduce  it  at  least  by  one.  But  I  suggest,  as  a  Congressman, 
that  we  have  a  higher  obligation,  that  is  to  do  no  harm. 

We  should  not,  through  neglect,  allow  pursuit  of  profit  to  turn 
into  tragedy  for  taxpayers.  Some  have  suggested  that  because  there 
is  even  an  inquiry  into  this  subject  matter  that  interest  rates  have 
gone  up  and  potential  home  buyers  have  been  locked  out  by  the 
thousands.  That  is  simply  a  lie.  Let  us  examine  the  facts. 

In  June  of  1999  Chairman  Greenspan  began  his  inflation-fight- 
ing battle,  and  to  date  he  is  solely  responsible  for  raising  interest 
rates  1.75  percent.  I  have  not  heard  anyone  suggest  that  he  is  irre- 
sponsible or  unprofessional  in  his  conduct. 

According  to  Fannie  Mae,  or  the  realtors'  testimony  calculation, 
such  an  interest  rate  increase  of  1.75  percent  would  lock  out 
311,000  home  owners  from  potential  home  ownership.  That  is 
amazing. 

Where  is  the  outrage?  I  would  be  happy  to  facilitate  a  meeting 
to  take  up  this  tragic  home  ownership  fact  with  Chairman  Green- 
span should  the  realtors,  home  owners,  or  GSEs  have  any  difficulty 
in  making  such  arrangements. 


129 

But  let  us  not  ignore  the  U.S.  Treasury,  which  has  expressed  sig- 
nificant concerns  about  the  GSE  activities  and  endorsed  significant 
portions  of  H.R.  3703.  To  date  I  have  not  yet  said  it,  but  I  would 
like  to  commend  them  for  their  bravery.  I  find  their  analysis  to  be 
professional  and  responsible,  given  the  obvious  consequences  of 
GSE  failure. 

As  to  the  testimony  today,  anyone  who  suggests  the  proposal  will 
result  in  ill-advised  consequences  will  be  asked  to  explain  their  rea- 
soning for  such  a  conclusion,  as  well  as  to  suggest  a  more-appro- 
priate remedy  for  the  underlying  concerns.  Please  remember  that 
you  are  not  responding  to  me  on  these  matters  of  public  policy,  as 
offeror  of  the  proposal,  but  rather  you  should  meet  the  standards 
of  the  CBO,  the  GAO,  the  U.S.  Treasury,  and  perhaps  the  Federal 
Reserve.  And  any  response  that  is  predicated  first  on  maintenance 
of  an  industry  sector's  profits  as  opposed  to  protection  of  the  tax- 
payers will  not  be  necessarily  received  well. 

After  a  brief  review  of  the  written  testimony,  please  know  that 
your  constructive  criticisms  will  be  helpful  in  crafting  an  improved 
product,  a  modified  H.R.  3703,  and  it  is  to  that  end  that  the  conclu- 
sion of  this  process  will  work.  Legislation  to  protect  taxpayers  and 
nothing  less  will  be  the  end  product  of  this  process. 

Mr.  Kanjorski. 

[The  prepared  statement  of  Hon.  Richard  H.  Baker  can  be  found 
on  page  434  in  the  appendix.] 

Chairman  KANJORSKI.  Thank  you,  Mr.  Chairman.  I  think  we  can 
keep  that  membership  in  the  National  Association  of  Realtors,  be- 
cause if  you  leave,  I  will  join. 

Chairman  Baker.  Better  check  the  price.  It  is  pretty  pricey. 

Mr.  Kanjorski.  Mr.  Chairman,  thank  you  for  the  opportunity  to 
speak  at  our  fifth  day  of  proceedings  on  H.R.  3703,  the  Housing  Fi- 
nance Regulatory  Improvement  Act. 

In  my  opening  comments  today,  I  would  like  to  examine  where 
we  have  been  since  our  last  hearing,  where  we  are  now  at  this 
hearing,  and  where  we  are  going  in  considering  the  many  complex 
issues  related  to  Government-sponsored  enterprises. 

At  our  last  hearing,  I  questioned  several  of  our  witnesses  about 
the  need  to  provide  the  Office  of  Federal  Housing  Enterprise  Over- 
sight with  the  money  it  needs  to  regulate  the  safety  and  soundness 
of  Fannie  Mae  and  Freddie  Mac.  There  is  nothing  more  important 
than  effective  regulation  so  that  we  can  prevent  improper  activities 
from  occurring. 

Each  of  the  taxpayers'  groups^  support  providing  OFHEO  with 
the  money  that  it  needs  as  it  works  to  implement  its  risk-based 
capital  standard  and  improve  its  ongoing  examination  of  GSEs. 

Immediately  after  our  last  hearing  we  voted  on  the  House  floor 
on  an  amendment  offered  by  Congressman  Hinchey  to  the  VA/HUD 
appropriations  bill  to  restore  $4.7  million  in  additional  funds  that 
the  OFHEO  director  had  requested  for  oversight.  Unfortunately, 
the  amendment  failed  by  a  vote  of  207  to  211.  All  the  Democrats 
on  this  subcommittee  supported  the  amendment,  which  would  have 
passed  if  just  a  few  more  subcommittee  Members  on  the  other  side 
of  the  aisle  had  supported  the  measure. 

From  this  vote,  I  must  conclude  that  not  only  has  the  House  not 
reached  consensus  on  the  need  to  strengthen  the  GSEs'  regula- 
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tions,  but  also  our  subcommittee  has  not  reached  consensus  on 
these  matters,  even  though  we  have  carefully  studied  them  for 
many  months. 

At  our  previous  hearings  I  have  also  noted  that,  in  order  for  our 
oversight  of  GSEs  to  be  fair  and  effective,  we  must  work  to  ensure 
that  our  proceedings  are  well-crafted.  Accordingly,  I  have  requested 
that  we  convene  roundtable  discussions  with  representatives  of  all 
interested  parties.  A  roundtable  would  promote  fair,  free,  and  vig- 
orous deliberation  by  forcing  the  participants  to  challenge  each  oth- 
er's assumptions  and  assertions.  If  we  pursue  any  further  action  on 
H.R.  3703  in  the  106th  Congress,  I  hope  that  we  will  finally  orga- 
nize a  roundtable  to  understand  more  completely  the  need  for  and 
implications  of  this  proposal. 

Moreover,  in  conducting  any  hearings  on  this  matter  I  have  said 
at  past  meetings  that  we  must  ensure  that  our  panels  are  bal- 
anced, containing  a  multiplicity  of  interest  viewpoints  and  a  broad 
representation  of  individuals.  I  am,  therefore,  pleased  that  the  rep- 
resentatives of  the  National  Association  of  Home  Builders  and  the 
National  Association  of  Realtors,  which  I  requested,  are  joining  us 
today.  I  commend  the  Chairman  for  inviting  them. 

In  addition  to  the  knowledgeable  market  participants  with  us 
today,  I  would  have  liked  to  have  heard  from  others  on  this  matter. 
For  example,  the  Independent  Community  Bankers  of  America  has 
detailed  for  us  an  important  perspective  of  the  implications  of  H.R. 
3703  on  small  banks,  small  towns,  and  the  Federal  Home  Loan 
Bank  System.  In  a  letter  that  I  received  from  its  president  yester- 
day, he  indicates  that  his  group  believes  the  legislation  would  "re- 
sult in  higher  mortgage  rates  and  other  loan  rates  to  consumers, 
businesses,  and  farms  across  the  country." 

I  have  also  received  a  letter  on  H.R.  3703  from  the  president  of 
the  National  Association  of  Federal  Credit  Unions  earlier  this 
week.  That  letter  encourages  us  to  preserve  the  existing  regulatory 
framework. 

In  order  to  improve  the  quality  of  today's  proceedings,  Mr.  Chair- 
man, I  would  request  unanimous  consent  to  submit  for  the  record 
these  and  other  letters  that  I  have  recently  received  from  the  na- 
tional trade  associations.  State  organizations,  housing  and  finance 
companies,  and  other  market  participants. 

Chairman  Baker.  Mr.  Kanjorski,  all  those  documents  will  be  in- 
cluded in  the  record  without  objection.  I  have  my  own  unsolicited 
letters  which  I  would  also  include  in  the  record. 

[The  information  can  be  found  on  page  446  in  the  appendix.] 

Mr.  Kanjorski.  Finally,  Mr.  Chairman,  because  we  are  in  the 
waning  days  of  this  Congress  with  fewer  than  30  legislative  days 
remaining,  I  must  ask  where  we  are  going  in  our  deliberations  over 
H.R.  3703. 

During  my  opening  remarks  of  each  of  our  previous  hearings,  I 
have  stated  that  we  must  move  forward  cautiously  and  carefully  in 
our  consideration  of  this  legislation.  We  must  not  pursue  a  course 
of  haste  where  wise  men  fear  to  tread. 

Just  as  we  have  not  reached  consensus  in  our  subcommittee  on 
OFHEO's  funding  level,  we  have  not  reached  consensus  on  any  of 
the  issues  contained  in  H.R.  3703.  I  believe  we  should  not  create 
uncertainty  for  markets  and  regulators.  I  believe  we  should  not  ac- 
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cidentally  raise  home  ownership  rates.  I  believe  that  we  should  not 
mark  up  this  bill  this  year. 

In  closing,  Mr.  Chairman,  improving  the  efficiency  and  effective- 
ness of  our  Nation's  successful  housing  finance  system  while  pro- 
tecting taxpayers  from  unnecessary  risks  are  matters  that  require 
extensive  study  before  our  subcommittee  contemplates  any  legisla- 
tive action.  A  truncated  process  could  lead  to  countless  unintended 
consequences. 

I  look  forward  to  continuing  to  work  with  you  in  examining  this 
issue  and  hearing  from  our  panelists  today. 

[The  prepared  statement  of  Hon.  Paul  E.  Kanjorski  can  be  found 
on  page  444  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Kanjorski. 

Just  for  the  record,  I  do  have  my  letter  to  Mr.  Gunther  at  the 
ICBA  dated  June  29th.  Unfortunately,  I  didn't  get  a  response  to  my 
letter,  which,  interestingly,  on  my  copy  is  dated  July  19th,  but  we 
have  not  been  able  to  communicate  timely  with  the  ICBA.  Cer- 
tainly, we  have  no  intent  to  keep  any  party  from  being  heard  on 
the  subject.  That  only  speaks  to  the  need  for  more  hearings. 

[The  information  referred  to  can  be  found  on  page  435  in  the 
appendix.] 

Mr.  Lucas. 

Mr.  Lucas.  No  statement,  Mr.  Chairman. 

Chairman  Baker.  Mr.  Ryan. 

Mr.  Ryan.  I  thank  you,  Mr.  Chairman. 

Let  me  just  come  off  of  what  Mr.  Kanjorski  said.  I  think  that 
OFHEO  does  need  help  and  I  think  that  what  we  are  dealing  with 
here  is  constructive.  These  hearings  are  constructive.  To  suggest 
otherwise  I  think  would  be  to  suggest  that  we  are  being  irrespon- 
sible in  our  stewardship  of  taxpayer  dollars. 

It  is  not  that  the  GSEs  are  bad  actors  in  the  marketplace.  That 
is  just  not  the  case.  I  think  that  the  structure  is  one  where  you 
have  contradictory  mandates,  contradictory  missions,  A  share- 
holder mandate  and  a  Government,  congressionally-chartered  man- 
date, which  many  times  can  be  contradictory  toward  each  other. 
That  is  what  we  are  trying  to  ferret  out  here. 

The  question  that  should  be  concerning  the  subcommittee  is:  are 
we  doing  a  good  job  of  providing  liquidity  in  the  housing  market? 
Are  we  securitizing  secondary  market?  i^d  are  we  doing  so  with- 
out needlessly  putting  taxpayer  dollars  at  risk? 

That  is  the  issue  that  we  are  trying  to  get  to,  in  my  opinion.  I 
think  that  we  can  come  together  on  issues  of  a  regulator,  whether 
it  is  OFHEO  or  something  else,  and  hopefully  we  will  be  able  to 
reach  consensus  on  that  issue  so  that  we  are  adequately  protected 
and  assured  that  taxpayer  dollars  are  not  needlessly  being  placed 
at  risk. 

At  this  time,  Mr.  Chairman,  I  would  like  to  ask  unanimous  con- 
sent to  include  in  the  record  a  letter  and  a  submission  from  the 
Mayor  of  Milwaukee,  John  Norquist. 

Chairman  Baker.  That  is  John  Norquist,  the  Democrat? 

Mr.  Ryan.  Yes. 

Chairman  Baker.  OK. 

Mr.  Ryan.  John  Norquist,  provocative  Democrat,  Mayor  of  Mil- 
waukee, sent  Members  of  the  subcommittee  here  a  letter  and  a 
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chapter  from  his  book,  and  I  would  Hke  to  ask  unanimous  consent 
to  have  that  included  in  the  record. 

Chairman  Baker.  Without  objection,  certainly.  Yes,  sir. 

[The  information  can  be  found  on  page  568  in  the  appendix.] 

Mr.  Ryan.  With  that,  I  will  yield  my  time. 

Chairman  Baker.  Thank  you,  Mr.  Ryan. 

Mrs.  Biggert. 

Mrs.  Biggert.  No  statement,  Mr.  Chairman. 

Chairman  Baker.  Does  any  other  Member  have  an  opening 
statement? 

[No  response.] 

Chairman  Baker.  If  not,  then  we  would  proceed  to  receive  com- 
ment from  our  witnesses  this  morning. 

First,  we  welcome  back  to  the  committee  room  a  former  Member, 
Congressman  Steve  Bartlett,  who  is  now  serving  in  the  capacity  as 
President  of  the  Financial  Services  Roundtable. 

Welcome.  We  are  glad  to  have  you  back. 

STATEMENT  OF  HON.  STEVEN  BARTLETT,  FORMER  MEMBER 
OF  CONGRESS  FROM  THE  STATE  OF  TEXAS;  PRESIDENT, 
THE  FINANCIAL  SERVICES  ROUNDTABLE 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman.  It  is  good  to  be  here. 
I  am  here  as  President  of  the  Financial  Services  Roundtable.  Our 
Roundtable  represents  100  of  the  largest  financial  services  pro- 
viders in  the  country.  In  addition  to  that,  Mr.  Chairman,  I  might 
note,  while  serving  as  Mayor  of  Dallas  and,  prior  to  that,  as  a 
Member  of  the  Congress  and  on  this  committee,  I  have  been  quite 
active  in  the  GSE  issues.  I,  in  fact,  was  quite  active  in  the  develop- 
ment of  the  legislation,  the  Enhanced  Secondary  Mortgage  Market 
Act,  in  1983  and  1984. 

In  that  sense,  I  would  say  that,  in  my  view,  H.R.  3703  is  in  many 
ways  an  extension  and  improvement  on  the  underlying  lieutenant 
that  we  did  with  the  Enhanced  Secondary  Mortgage  Market  Act 
back  in  the  early  1980's.  Indeed,  I  can  say,  both  as  Mayor  and  as 
President  of  the  Roundtable  as  well  as  a  Member  of  Congress, 
Fannie  and  Freddie  provide  a  great  deal  of  positive  benefits  to 
home  ownership,  and  those  benefits  within  the  mission  of  providing 
liquidity  to  the  residential  secondary  mortgage  market  are  benefits 
that  we  ought  to  continue  to  promote  and  to  encourage. 

My  sense  is  that  this  legislation,  H.R.  3703,  speaks  to  the  non- 
mission  activities,  as  well  as  to  safety  and  soundness. 

In  that  sense,  Mr.  Chairman,  the  Roundtable  supports  H.R. 
3703.  There  are  some  areas  of  the  bill  that  we  would  like  to  work 
with  the  subcommittee  to  improve,  but  we  think  that  H.R.  3703  es- 
tablishes a  framework  that  will  allow  the  regulatory  agencies  the 
proper  authority  to  control  mission  expansion  by  the  Government- 
sponsored  enterprises. 

Mr.  Chairman,  much  of  what  I  will  say  will  be  related  to  mission 
expansion.  Our  member  companies  in  the  marketplace  believe  that 
mission  expansion,  both  today  and  projected  into  the  future,  is 
quite  significant  and,  in  fact,  is  and  will  become  a  quite  significant 
problem  that  this  subcommittee  has,  I  think,  the  obligation  and  re- 
sponsibility to  address. 
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I  do  appreciate  your  leadership,  Mr.  Chairman,  and  the  leader- 
ship of  Ranking  Member  Kanjorski.  I  do  believe  that  the  role  and 
mission  and  activities  of  GSEs  deserve  periodic  reviews,  and  I  com- 
mend this  subcommittee  for  conducting  that  review. 

Mr.  Chairman,  as  an  aside,  I  notice  in  your  statement  that  no 
one  had  been  calling  for  oversight  hearings  or  reviews  on  the  Fed- 
eral Reserve  raising  interest  rates.  Should  they  choose  to  raise  in- 
terest rates  much  further,  you  may  want  to  reconsider  that. 

Chairman  Baker.  I  couldn't  help  that.  I  am  sorry. 

Mr.  Bartlett.  Mr.  Chairman,  the  Roundtable  and  our  member 
companies  are  not  opposed  to  all  of  the  activities  of  the  GSEs.  As 
I  said,  Fannie  and  Freddie  have  played  a  key  and  extremely  sig- 
nificant and  positive  role  for  several  decades  in  providing  liquidity 
to  the  mortgage  markets. 

Also,  the  Federal  Home  Loan  Bank  System  should  be  com- 
mended. In  particular,  I  would  note — not  the  subject  of  this  hear- 
ing, but  the  mortgage  partnership  program  that  the  Federal  Home 
Loan  Banks  have  launched  as  a  pilot,  and  now  in  rolling  out,  are 
positive.  They  improve  the  market  and  they  ought  to  be  encouraged 
and  supported. 

Mr.  Chairman,  the  specifics  are  in  H.R.  3703.  First,  establishing 
a  sole  regulator  for  both  safety  and  soundness  and  mission  contain- 
ment, we  see  that  as  a  positive,  as  a  strength  of  this  bill.  It  com- 
bines safety  and  soundness  and  mission  regulatory  authority  into 
one  agency. 

Second,  the  bill  would  change  the  manner  in  which  regulators 
are  funded.  It  is  a  governance  issue,  but  it  is  absolutely  critical. 
OFHEO  is  subject  to  a  highly  politicized  and  quite  unusual  appro- 
priations process  as  a  regulatory  agency,  so  we  support  H.R.  3703's 
establishing  financial  independence.  We  think  that  is  critical  to  the 
stability  of  any  regulatory  agency. 

Mr.  Chairman,  for  the  record,  OFHEO  is  the  only  Federal  finan- 
cial safety  and  soundness  regulatory  that  is  currently  subject  to  the 
appropriations  process.  That  should  be  changed  immediately  by  the 
Congress  and  as  quickly  as  you  can. 

Third,  mission  containment.  This  legislation  would  put  into  place 
a  process  long  overdue  for  regulatory  authority — in  this  case 
OFHEO — for  new  activities  the  GSEs  wish  to  undertake.  The  ap- 
proach proposed  in  the  bill — candidly,  Mr.  Chairman,  the  details  of 
it  may  be  overly  restricted  or  overly  complicated,  but  we  do  very 
strongly  agree  with  your  intent  and  we  would  like  to  work  with  you 
on  ways  to  perhaps  simplify  the  approach. 

I  could  give  you  examples.  Two  examples  come  to  mind,  examples 
of  activities  that  Fannie  and  Freddie  have  undertaken  that  go  be- 
yond the  original  intended  mission.  Fannie,  for  example,  has  a  pro- 
gram to  buy  home  equity  loans.  One  specifically  that  I  think  you 
have  cited  is  Home  Depot  stores.  Home  equity  loans,  in  fact,  are 
used  for  all  kinds  of  things  other  than  buying  homes.  We  think  the 
role  of  the  GSEs  should  be  in  home  ownership  and  home  pur- 
chases, liquidity  in  the  residential  secondary  mortgage  market. 

Home  equity  loans  are  good  things.  They  are  used  for  good  things 
of  consumer  credit,  debt  consolidation,  college  loans,  purchasing 
new  automobiles,  or  boats,  or  other  goods,  or  windows  and  doors 
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at  Home  Depot  stores.  We  think  those  are  good  things,  but  those 
good  things  should  not  be  financed  by  GSEs. 

Second  mortgages  were  expHcitly  permitted  in  the  mission  state- 
ment, and  home  equity  loans  one  could  argue  fall  into  that  cat- 
egory. My  belief,  Mr.  Chairman — and  I  was  there — is  that  second 
mortgages  back  in  1983  and  1984  were  generally  thought  of  as 
things  to  help  someone  buy  a  home.  Second  mortgages  now  are  for 
all  other  purposes,  and  we  think  that  is  an  area  that  the  sub- 
committee should  focus  on. 

Another  example,  Freddie  Mac  has  what  is  called  a  "Home  Steps 
Buying  Center,"  a  storefront  in  a  California  strip  mall  where  con- 
sumers can  arrange  to  visit  homes,  receive  financing,  and  close  the 
loan.  The  program  is  promoted  as  a  new  way  to  buy  a  home — way 
beyond  the  mission  of  the  residential  mortgage  market. 

Fourth,  Mr.  Chairman,  H.R.  3703  places  limits  on  non-mission 
assets  and  it  creates  a  framework  for  regulatory  containment  of  the 
mission.  Mr.  Chairman,  I  would  suggest,  as  you  consider  this  legis- 
lation, the  subcommittee  may  also  want  to  look  at  the  precise  lan- 
guage of  the  statutory  mission  statement  to  try  to  bring  the  mis- 
sion in  the  statute  back  to  something  that  is  much  more  current 
and  closely  mirrors  what  Congressional  intent  is  in  the  current 
economy. 

Fifth,  safety  and  soundness.  The  Roundtable  supports  those  pro- 
visions that  require  the  GSEs  to  be  rated  by  two  nationally  recog- 
nized rating  agencies.  GSEs  do  have  an  implicit  Government  guar- 
antee beyond  the  explicit  benefits  afforded  that  are  in  the  statute. 
Requiring  this  analysis  will  help  to  quantify  for  policymakers  that 
implicit  guarantee  and  promote  greater  transparency  in  the  debt 
market. 

Finally,  Mr.  Chairman,  we  support  the  changes  to  the  statutory 
requirements,  a  simplification  of  the  statutory  requirements  for 
risk-based  capital.  Mr.  Chairman,  an  eight-year  delay  after  the 
statute  was  written  in  promulgating  final  regulations  essentially 
means  that  there  is  something  wrong  with  the  statute.  It  doesn't 
take  a  regulatory  agency  eight  years  to  promulgate  regulations  for 
safety  and  soundness,  so  I  think  it  is  a  per  se  case  that  that  section 
of  the  statute  is  broken  and  needs  to  be  fixed. 

So,  Mr.  Chairman,  in  conclusion,  one,  the  Roundtable  supports 
Fannie  Mae  and  Freddie  Mac  and  the  Federal  Home  Loan  Banks 
in  their  core  mission  of  providing  a  liquidity  in  the  secondary  resi- 
dential mortgage  market. 

Two,  we  believe  that  Fannie  and  Freddie  specifically  are  going 
way  beyond  their  core  mission  and  in  an  accelerated  way  that  will 
only  make  the  situation  worse  in  coming  years. 

Third,  we  support  H.R.  3703  in  its  mission  containment  and  safe- 
ty and  soundness. 

And,  last,  we  will  work  with  the  subcommittee  for  specific  im- 
provements in  the  language  of  the  bill  that  we  think  will  make  it 
work  better. 

Thank  you,  Mr.  Chairman.  I  yield  back. 

[The  prepared  statement  of  Hon.  Steven  Bartlett  can  be  found  on 
page  488  in  the  appendix.] 

Chairman  Baker.  Thank  you  very  much  for  your  attendance  and 
your  contribution. 
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Our  next  witness  is  Mr.  Dennis  Cronk,  a  partner  in  the  real  es- 
tate group  domiciled  in  Roanoke,  Virginia,  and  who  appears  here 
today  in  his  capacity  as  President  of  the  National  Association  of 
Realtors.  Welcome. 

STATEMENT  OF  DENNIS  R.  CRONK,  BROKER/OWNER, 
WALDVOGEL,  POE  &  CRONK  REAL  ESTATE  GROUP  INC.,  ROA- 
NOKE, VA;  PRESIDENT,  NATIONAL  ASSOCIATION  OF  REAL- 
TORS 

Mr.  Cronk.  Thank  you,  Mr.  Chairman  and  Members  of  this  sub- 
committee. I  am  Dennis  Cronk,  a  realtor  from  Roanoke,  Virginia, 
and  President  of  the  National  Association  of  Realtors.  I  represent 
760,000  realtors  from  around  the  country.  It  is,  indeed,  an  honor 
to  be  here  this  morning  to  offer  some  views  on  H.R.  3703. 

H.R.  3703  addresses  many  issues  surrounding  GSEs,  but  realtors 
focus  really  on  one  primary  issue:  is  this  legislation,  as  it  is  pres- 
ently written,  in  the  best  interest  of  America's  homeowners. 

Let  us  begin  with  some  facts. 

Today,  two  out  of  every  three  American  households  own  their 
homes,  more  than  any  time  in  history,  and  42  percent  of  the  buyers 
in  1999  were  first-time  home  buyers. 

Not  only  does  this  mean  millions  more  Americans  are  realizing 
the  American  dream  of  home  ownership,  but  their  purchases  help 
drive  U.S.  economy  and  the  housing  market,  making  it  possible  for 
existing  owners  to  trade  up  to  a  new  home. 

Last  year,  more  homes  were  purchased  in  America  than  ever  be- 
fore. One  out  of  every  nine  American  families  either  bought  or  sold 
a  home  last  year.  Yesterday,  I  returned  from  a  meeting  with  real 
estate  leaders  in  Japan,  Hong  Kong,  and  Beijing,  and  we  as  an  as- 
sociation are  working  with  partners  in  forty  nations  around  the 
world  to  help  build  an  orderly  real  estate  market  in  their  econo- 
mies. 

From  my  personal  experience  and  discussions  with  all  these  real 
estate  experts  in  the  various  countries  around  the  world,  we  are, 
indeed,  the  envy  of  the  world  when  it  comes  to  the  mortgage  fi- 
nance system.  This  really  is  due  in  no  small  part  to  the  mortgage 
investment  activities  of  Fannie  Mae,  Freddie  Mac,  and  the  Federal 
Home  Loan  Banks.  In  establishing  Fannie  Mae  and  Freddie  Mac, 
Congress  charged  these  enterprises,  as  a  matter  of  public  policy,  to 
facilitate  a  secondary  mortgage  market  with  full  knowledge  of  the 
risk  associated  with  tying  up  capital  and  long-term  fixed  rate  in- 
struments. I  commend  Congress  for  that  back  in  the  early  1980's, 
as  you  can  imagine  what  it  has  done  to  our  market  today. 

This  financial  innovation  created  and  maintains  efficiency  and  li- 
quidity in  an  otherwise  inefficient  and  illiquid  mortgage  invest- 
ment market. 

In  the  nearly  thirty  years  of  their  existence,  Fannie  Mae  and 
Freddie  Mac  have  fulfilled  that  Congressionally  chartered  mission 
in  good  economic  times  and  bad.  Realtors  know  from  experience 
that  current  long  economic  expansion  that  we  enjoy  today  will  ulti- 
mately slow  down,  and  when  it  does  we  also  know  that  Fannie  Mae 
and  Freddie  Mac,  unlike  the  primary  market  lenders  out  there,  will 
be  there  for  us  and  for  home  buyers  as  they  have  been  in  the  past. 
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The  GSEs  were  created  to  do  what  no  fully  private  company 
could  do  or  was  willing  to  attempt  in  return  for  their  Government 
charters  and  other  benefits.  Congress  limited  the  GSEs  to  a  single 
line  of  business.  Today,  we  hear  these  other  financial  institutions 
out  there  who  are  seeking  to  change  radically  the  role  of  the  GSEs, 
even  to  the  point  of  stripping  away  their  federally-chartered  bene- 
fits. They  argue  that  Fannie  Mae  and  Freddie  Mac  have  an  unfair 
advantage  because  of  their  federally-chartered  ties.  Yet,  I  ask  you, 
are  any  of  these  critics  willing  or  capable  of  taking  on  the  risks  as- 
sociated with  making  the  secondary  mortgage  market  work?  Are 
they  willing  to  be  limited  to  a  single  line  of  business?  Are  they  fo- 
cused on  making  the  home  buying  process  more  efficient  and  af- 
fordable for  homeowners?  Or  are  they  focused  on  enhancing  their 
own  bottom  lines  at  the  expense  of  American  homeowners? 

Of  the  many  provisions  in  H.R.  3703,  we  agree  that  the  current 
regulatory  framework  in  overseeing  the  GSEs  should  be  revised  to 
create  a  single,  strong,  independent  regulatory  authority. 

The  reform  under  consideration  would  effectively  hamstring  the 
GSEs,  leaving  them  vulnerable  to  some  strong  oversight  require- 
ments that  would  stifle  competition  between  them  and  reduce  their 
effectiveness  as  mortgage  investors.  Any  regulatory  reform,  we 
hope,  that  is  developed  must  preserve  innovation  for  the  mortgage 
delivery  system. 

Despite  realtors'  general  support  for  the  GSEs,  we  have  had  our 
disagreements  with  Fannie  Mae  and  Freddie  Mac.  We  strongly  dis- 
agreed with  them  two  years  ago  when  they  opposed  the  increase 
in  FHA  mortgage  limits.  We  did  resolve  that  issue. 

Today,  we  do  disagree  with  some  of  their  current  efforts  to  ex- 
pand foreclosed  property  disposition  activities  to  include  bidding  on 
properties  foreclosed  by  third  parties. 

There  is  no  doubt  in  the  future  we  will  have  differences  with  the 
GSEs,  but  I  trust  that  we  never  lose  sight  of  the  goal  we  share  to- 
gether in  bringing  home  ownership  within  the  reach  of  all  Ameri- 
cans. 

For  that  reason,  the  National  Association  of  Realtors  urges  this 
Congress  not  to  risk  derailing  a  system  with  a  twenty-year  record 
of  delivering  real  value  to  American  people. 

Mr.  Chairman,  realtors  have  vivid  and  painful  memories  of  how 
a  well-meaning  reform  can  have  unintended  consequences.  The 
1986  Tax  Reform  Act  nearly  destroyed  the  real  estate  market  and 
our  economy.  My  fellow  Virginian,  Thomas  Jefferson,  once  said, 
"The  hole  and  the  patch  should  be  commensurate."  This  legislation, 
as  it  presently  is  written,  is  extremely  complex,  addressing  a  vari- 
ety of  issues,  each  of  which  could  be  a  single  bill.  Let  us  fmd  a 
patch  for  the  one  hole  that  may  need  mending,  assuring  that  there 
is  a  strong  independent  regulator  for  the  GSEs  and  leave  the  other 
patches  in  the  sewing  kit,  because  they  just  simply  aren't  needed. 

Thank  you. 

[The  prepared  statement  of  Dennis  R.  Cronk  can  be  found  on 
page  496  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Cronk. 

Our  next  witness  this  morning  is  Mr.  Christopher  Sumner,  who 
is  the  CEO  of  a  mortgage  company  in  Salt  Lake  City,  but  appears 
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today  in  his  capacity  as  President  of  the  Mortgage  Bankers  Asso- 
ciation of  America. 
Welcome,  sir. 

STATEMENT  OF  CHRISTOPHER  J.  SUMNER,  CHIEF  EXECUTIVE 
OFFICER,  CROSSLAND  MORTGAGE  CORPORATION,  SALT 
LAKE  CITY,  UT;  PRESIDENT,  MORTGAGE  BANKERS  ASSOCIA- 
TION OF  AMERICA 

Mr.  Sumner.  Thank  you,  Mr.  Chairman,  Congressman  Kan- 
jorski,  Members  of  the  subcommittee.  My  name  is  Christopher 
Sumner,  and  I  am  President  of  the  Mortgage  Bankers  Association 
of  America  and  also  the  Chief  Executive  Officer  of  CrossLand  Mort- 
gage in  Salt  Lake  City,  Utah. 

Mr.  Chairman,  let  me  first  commend  you  and  the  subcommittee 
for  tackling  the  issues  before  you  during  this  time  of  calm  economic 
seas.  In  the  area  of  GSE  safety  and  soundness,  there  is  today  no 
crisis  upon  us,  but  by  acting  now  you  are  clearly  demonstrating 
tremendous  foresight  in  leadership. 

The  MBA — the  Mortgage  Bankers  Association — appreciates  the 
opportunity  to  be  represented  today.  The  MBA  is  an  industry  asso- 
ciation with  approximately  3,000  members  of  the  real  estate  fi- 
nance community,  and  our  primary  market  lenders  work  to  put 
families  in  homes  and  apartments  and  play  a  critical  role  in  facili- 
tating home  ownership  and  rental  housing. 

Mr.  Chairman,  we  believe  that  the  reason  Fannie  and  Freddie 
were  established  is  as  valid  as  ever:  to  ensure  dependable  liquidity 
for  a  stable  secondary  market,  particularly  for  single-family,  long- 
term,  fixed-rate  mortgages. 

The  GSEs  have  not  outlived  their  original  purpose.  At  the  same 
time,  it  is  essential  to  ensure  that  they  do  not  outgrow  it  by  enter- 
ing primary  markets  already  characterized  by  robust  private  sector 
competition. 

The  two  markets,  primary  and  secondary,  depend  on  each  other. 
In  fact,  for  a  viable  secondary  mortgage  market  to  exist,  a  robust 
and  competitive  primary  market  is  essential.  Competition  is  the 
key  to  development  of  innovative  products  and  to  achieve  the  most 
efficient  delivery  of  the  lowest-cost  residential  mortgage  credit. 

Last  year  the  primary  market  generated  almost  $1.3  trillion  in 
home  loans  and  $40  billion  in  loans  for  multi-family  developments. 
Our  members  have  a  strong  commitment  to  the  present  mortgage 
finance  system,  but  we  are  concerned  that  the  essential  stability  of 
this  system  could  be  undermined  if  the  unprecedented  growth  of 
Fannie  Mae  and  Freddie  Mac  results  in  an  expansion  of  their  ac- 
tivities beyond  the  mandate  intended  by  Congress. 

By  expanding  beyond  the  intended  boundaries  of  their  charter, 
the  GSEs  could  upset  the  equilibrium  between  the  primary  and 
secondary  markets.  The  immediate  casualties  might  be  existing 
mortgage  providers,  but  consumers  would  be  the  ultimate  losers. 
Less  competition  means  higher  borrowing  costs,  fewer  financing  op- 
tions, and  less  responsiveness  to  consumer  needs. 

The  MBA  believes  that  a  well-funded,  independent  regulator  of 
the  GSEs  is  necessary  to  maintain  this  delicate  balance  designed 
by  Congress.  We  believe  that  the  statutory  guidance  is  required  to 
ensure  a  clear  separation  between  the  roles  of  mortgage  lenders 
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and  the  GSEs  and  to  prohibit  the  GSEs  from  engaging  in  primary 
mortgage  activities. 

We  believe  that  oversight  must  also  be  structured  so  as  not  to 
interfere  with  the  smooth  operation  and  efficiency  of  today's  mar- 
ket. 

The  MBA  wants  to  be  a  constructive  partner  with  this  sub- 
committee in  its  review  of  GSE  oversight,  and  toward  that  end,  Mr. 
Chairman,  I  am  pleased  to  advise  you  that  the  MBA  has  convened 
a  blue  ribbon  task  force  of  mortgage  company  executives  to  exam- 
ine the  boundaries  of  secondary  market  activity.  We  aim  to  develop 
an  appropriate  definition  that  preserves  the  equilibrium  between 
the  markets  which  have  served  the  American  consumer  so  well. 

In  a  model  of  cooperation  with  the  mortgage  industry,  both 
Fannie  Mae  and  Freddie  Mac  have  agreed  to  participate  with  us 
in  this  dialogue  about  the  boundaries  of  the  secondary  market,  and 
our  goal  is  to  produce  a  report  with  the  MBA's  view  for  review  by 
you  this  fall. 

Lenders,  consumers,  and  the  GSEs  all  share  a  mutual  interest 
in  maintaining  the  balance  of  the  primary  and  secondary  markets. 
Working  together  with  this  subcommittee  and  the  GSEs,  we  have 
a  unique  opportunity  to  clarify  Fannie  Mae's  and  Freddie  Mac's 
role  as  supporters  of  the  primary  market,  but  not  competitors  in 
it.  This  will  ensure  the  continuation  of  robust  competition  that 
keeps  borrowing  costs  down  and  home  ownership  up. 

Mr.  Chairman,  my  written  statement  provides  additional  detail 
on  all  of  these  issues  and  comments  on  the  specific  provisions  of 
H.R.  3703.  We  hope  to  be  a  continuing  resource  for  this  sub- 
committee and  your  work  in  this  important  matter  as  it  moves  for- 
ward. 

Once  again,  Mr.  Chairman,  thank  you  very  much  for  the  oppor- 
tunity to  talk  before  you  today. 

[The  prepared  statement  of  Christopher  J.  Sumner  can  be  found 
on  page  505  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Sumner. 

Our  next  witness  this  morning  is  Mr.  Bruce  Smith,  who  is  Presi- 
dent of  Smith  Quality  Homes,  Walnut  Creek,  California,  who  is 
here  today,  however,  in  his  role  as  First  Vice  President  of  the  Na- 
tional Association  of  Home  Builders. 

Welcome,  sir. 

STATEMENT  OF  BRUCE  C.  SMITH,  PRESIDENT,  SMITH  QUAL- 
ITY HOMES,  WALNUT  CREEK,  CA;  FIRST  VICE  PRESIDENT, 
NATIONAL  ASSOCIATION  OF  HOME  BUILDERS 

Mr.  Smith.  Thank  you. 

Chairman  Baker,  Mr.  Kanjorski,  my  name  is  Bruce  C.  Smith.  I 
am  a  home  builder  from  California  and  President  of  Smith  Quality 
Homes,  a  family  owned  business  that  my  brother  and  I  run  that 
my  father  started  in  1934  in  Berkeley,  California.  I  am  also  the 
First  Vice  President  of  the  National  Association  of  Home  Builders, 
whose  200,000  members  are  proud  of  their  contribution  to  housing 
Americans  and  housing  millions  of  citizens  who  are  renters  in  our 
country. 

Through  these  hearings,  NAHB  supports  your  desires  to  ensure 
a  strong,  independent,  effective  regulatory  structure  for  the  hous- 
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ing-related  Government-sponsored  enterprises,  GSEs — Fannie  Mae, 
Freddie  Mac,  and  the  Federal  Home  Loan  Bank  System. 

The  National  Association  of  Home  Builders  believes  that  the  cur- 
rent regulatory  structure  is  accomplishing  these  objectives.  Amer- 
ica's housing  finance  system  works  incredibly  well,  and,  as  men- 
tioned before  by  Dennis,  indeed  is  the  envy  of  the  world. 

Much  of  this  success  is  due  to  the  public/private  partnership  es- 
tablished by  Congress  more  than  half  a  century  ago  and  to  the  re- 
forms enacted  in  the  Federal  Housing  Enterprise  Safety  and 
Soundness  Act  of  1992,  the  GSE  Act,  and,  as  well,  the  Graham- 
Leach-Bliley  Act  passed  just  last  year. 

I  will  confine  my  comments  to  three  provisions  in  the  bill. 

First,  the  bill  would  consolidate  the  regulation  of  housing  GSEs 
into  a  new,  independent  agency.  The  National  Association  of  Home 
Builders  has  no  quarrel  with  the  concept  of  a  single,  more-efficient 
mission  and  safety/soundness  regulator,  but  we  question  whether 
the  structure  envisioned  by  the  legislation  would  be  an  improve- 
ment over  the  existing  structure. 

As  stated  before,  we  are  certainly  willing  to  participate  in  efforts 
to  examine  changes  to  improve  the  current  system,  but  in  the  proc- 
ess we  ask  that  great  care  should  be  taken  not  to  impair  important 
regulatory  efforts  underway  or  the  ability  of  GSEs  to  attract  capital 
to  the  housing  finance  system. 

For  example,  there  could  be  an  unnecessary  delay  in  the  publica- 
tions of  final  risk-based  capital  regulations  for  GSEs,  a  rule  which 
NAHB  and  the  entire  community  have  been  working  for  so  long. 
Likewise,  in  the  case  of  the  Federal  Home  Loan  Banks,  work  has 
just  begun  on  revisions  to  the  system's  capital  structure  mandated 
by  last  year's  modernization  act. 

Our  second  concern  focuses  on  revisions  to  the  current  approval 
process  for  the  new  GSE  activities.  This  provision  is  well  inten- 
tioned  and  presumably  would  address  such  charter  issues.  The  Na- 
tional Association  of  Home  Builders  certainly  agrees  that  GSEs 
should  operate  within  their  Congressional  charters.  We  believe  that 
the  current  regulatory  approval  process  is  adequate  to  address 
those  concerns.  Specifically,  the  HUD  secretary  has  already  the  au- 
thority to  disapprove  programs  consistent  with  the  GSE's  charter 
or  not  in  the  public  interest. 

The  National  Association  of  Home  Builders  believes  that  the 
GSEs  have  demonstrated  a  particular  expertise  in  identifying  mar- 
ket needs  and  responding  efficiently.  We  fear  this  provision  would 
subject  the  GSEs  to  an  unnecessarily  cumbersome  approval  process 
that  could  have  a  chilling  effect  on  the  market  innovation  and  im- 
pede the  flow  of  new  products  and  programs  to  meet  the  new  de- 
mands of  housing  in  our  country.  Ultimately,  we  believe  that  this 
provision  could  hurt  the  housing  consumer. 

Finally,  the  bill  proposes  to  repeal  Treasury's  discretionary  au- 
thority to  purchase  $2.25  billion  of  Freddie  Mac  and  Fannie  Mae 
securities  and  $4  billion  cumulative  of  obligations  to  the  Federal 
Home  Loan  Banks.  This  authority,  which  has  never  been  used,  is 
an  integral  feature  of  GSE  status  that  provides  Fannie  Mae, 
Freddie  Mac,  and  the  Federal  Home  Loan  Banks  with  their  key 
benefit — the  ability  to  raise  capital  at  rates  that  benefit  home- 
owners and  renters  throughout  our  Nation. 
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All  of  us  are  aware  of  what  happened  in  the  financial  markets 
following  the  March  hearing  and  the  lingering  effects  that  we  have 
here  today.  These  events  are  a  clear  demonstration  of  the  impor- 
tance of  Treasury's  security  purchase  authority  to  the  financial 
market  participation  of  GSEs  and  the  potential  for  unintentional 
damage  from  possible  changes. 

We  urge  Congress  to  carefully  consider  the  consequences  that  the 
elimination  of  this  key  pillar  of  GSE  agency  status  could  have  on 
housing  finance  systems  and  the  cost  of  home  ownership. 

As  I  said  at  the  outset  of  my  remarks,  we  believe  that  the  hous- 
ing finance  system  works  incredibly  well,  due  largely  to  the  critical 
support  provided  by  the  housing  Government-sponsored  enter- 
prises; however,  we  appreciate  the  subcommittee's  efforts  to  assess 
and  seek  to  improve  to  the  regulatory  framework  of  GSEs,  and  we 
are  most  interested  in  continuing  to  participate  in  this  process  as 
you  move  forward  through  your  hearings  and  deliberations. 

Thank  you. 

[The  prepared  statement  of  Bruce  C.  Smith  can  be  found  on  page 
539  in  the  appendix.] 

Chairman  Baker.  Thank  you,  Mr.  Smith. 

For  the  record,  I  am  the  initiating  founding  President  of  the  Cen- 
tral Area  Home  Builders  Association  a  few  years  back,  so  I  have 
enjoyed  my  relationship  with  the  home  builders  over  the  years.  I 
am  not  a  member,  but  that  has  nothing  to  do  with  the  current  leg- 
islative determinations. 

I  would  announce  for  the  benefit  of  the  Members  that  we  will  re- 
cess briefly  for  the  pending  vote.  In  fairness  to  you,  Mr. 
Bochnowski,  for  your  appropriate  presentation  of  your  testimony, 
we  will  return  as  soon  as  possible.  And  notify  Members  that  I  will 
reconvene  the  hearing  as  promptly  as  I  can  return  in  order  to  fa- 
cilitate our  progress. 

We  stand  in  recess. 

[Break.] 

Chairman  Baker.  Additional  Members  will  be  returning  as  busi- 
ness is  concluded  on  the  floor. 

When  we  recessed,  I  was  about  to  welcome  Mr.  David 
Bochnowski,  who  is  Chairman,  President,  and  CEO  of  Peoples 
Bank  in  Munster,  Indiana,  appearing  here  today  as  the  First  Vice 
Chairman  of  America's  Community  Bankers. 

Welcome,  sir. 

ST.\TEMENT  OF  DAVID  BOCHNOWSKI,  CHAIRMAN,  PRESIDENT, 
AND  CEO,  PEOPLES  BANK,  MUNSTER,  IN;  FIRST  VICE  CHAIR- 
MAN, AMERICA'S  COMMUNITY  BANKERS 

Mr.  Bochnowski.  Mr.  Chairman  and  Members  of  the  sub- 
committee, I  am  David  Bochnowski,  Chairman  and  CEO  of  Peoples 
Bank  of  Munster,  Indiana.  I  appreciate  this  opportunity  to  testify 
on  behalf  of  America's  Community  Bankers. 

The  GSEs  raise  issues  that  are  of  great  interest  to  our  members. 
Virtually  all  of  ACB  members  view  residential  mortgage  flnance  as 
a  core  business  activity.  We  commend  you  for  taking  on  these  chal- 
lenges and  important  issues. 
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The  GSEs  are  an  important  part  of  the  housing  finance  system. 
ACB  supports  Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home 
Loan  Banks  and  the  role  they  have  played.  We  also  support  a  pub- 
lic policy  review  of  Fannie  Mae's  and  Freddie  Mac's  activities  and 
role. 

Legislative  proposals  must  effectively  authorize  and  require  the 
regulators  of  the  GSEs  to  engage  in  appropriate  mission  and  safety 
and  soundness  and  supervision.  GSE  activities  should  not  subsume 
or  discourage  competition  between  current  private  sector  partici- 
pants. Regulation  of  the  Federal  Home  Loan  Bank  System  should 
not  be  consolidated  with  that  of  Fannie  Mae  and  Freddie  Mac.  The 
Federal  Home  Loan  Bank  System  is  a  cooperative  system,  while 
Fannie  Mae  and  Freddie  Mac  are  publicly  traded  companies.  They 
require  separate  and  different  regulation. 

America's  housing  and  finance  system  is  a  mixture  of  private  sec- 
tor and  Government-supported  organizations  and  initiatives.  This 
unique  synergy  has  helped  put  a  record  number  of  Americans  in 
homes.  This  should  not  be  changed.  The  private  sector  community 
lenders  must  continue  to  bring  people  to  the  table  as  the  lenders 
tied  to  the  community,  and  the  GSEs  should  continue  to  assure 
that  a  vibrant  secondary  market  exists.  It  is  the  possible  change 
in  the  balance  of  these  activities  that  concerns  ACB. 

As  important  as  the  GSE  roles  are,  they  do  not,  in  themselves, 
put  a  single  borrower  into  a  home.  It  is  the  primary  market  lenders 
like  ACB  members  that  deal  directly  with  home  buyer  and  bor- 
rower. 

Fannie  Mae  and  Freddie  Mac  provide  elements  of  both  coopera- 
tion and  competition  to  the  tjrpical  ACB  member.  The  term 
"coopetition"  that  is  sometimes  used  to  describe  this  system  of 
shifting  alliances  in  a  high-tech,  new  economy  may  aptly  express 
these  mixed  emotions. 

The  Congress  and  the  regulator  for  Fannie  Mae  and  Freddie  Mac 
must  exercise  vigilant  oversight  to  be  sure  that  the  subtle  balance 
between  the  GSEs  and  private  market  lenders  is  not  upset.  This 
requires  an  ongoing  process,  not  occasional  attention. 

It  is  the  evolution  of  Fannie  Mae  and  Freddie  Mac  that  is  ACB's 
primary  concern.  In  addition  to  meeting  their  mission  as  publicly 
traded  companies,  the  two  GSEs  must  also  focus  on  shareholder  re- 
turns. As  a  result,  we  are  concerned  about  mission  creep  that  can 
discourage  or  subsume  the  roles  of  other  mortgage  market  partici- 
pants. 

ACB  opposes  any  expansion  of  Fannie  Mae  and  Freddie  Mac  into 
the  home  equity  line  of  credit  market.  It  is  not  consistent  with  pro- 
moting home  ownership.  Borrowers  seeking  to  tap  home  equity 
have  already  achieved  home  ownership. 

Activities  that  diminish  the  roles  of  other  participants  in  the 
mortgage  market  should  be  prevented.  The  cooperative  structure  of 
the  Federal  Home  Loan  Bank  System  serves  as  a  built-in  safeguard 
against  this.  Fannie  Mae  and  Freddie  Mac,  on  the  other  hand,  owe 
a  fiduciary  duty  to  their  wide  shareholder  base  and  may  be  com- 
pelled to  look  for  new  markets  to  serve  the  interests  of  their  share- 
holders. 

ACB  members  have  always  been  innovative,  and  the  GSEs  have 
been  innovative,  as  well.  Legislative  and  regulatory  review  must 
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ensure  that  GSEs'  innovation  does  not  create  exclusive  relation- 
ships. A  better  program  review  process  might  have  prevented  some 
of  these  concerns  that  have  arisen  from  the  HTI  joint  venture  with 
Freddie  Mac,  Microsoft,  and  a  limited  number  of  large  lenders. 

ACB  has  had  a  number  of  discussions  and  has  exchanged  letters 
with  Freddie  Mac  about  HTI.  We  have  also  sent  letters  to  OFHEO 
and  HUD  asking  for  a  detailed  program  review.  ACB  is  concerned 
that  the  venture  does  not  have  an  open  architecture,  allowing  any 
lender  willing  to  pay  a  commercially  reasonable  price  for  the  sys- 
tem to  use  it.  No  GSEs  should  be  engaged  in  a  venture  that  prefers 
one  group  of  lenders  over  another  group  of  lenders. 

On  another  issue,  ACB  believes  the  risks  associated  with  GSEs 
level  of  debt  currently  in  the  marketplace  are  appropriate.  Still, 
Congress  and  regulators  should  be  concerned  with  possible  sys- 
temic risks  and  should  be  prepared  to  deal  with  potential  problems 
if  they  arise. 

ACB  believes  that  legislative  and  regulatory  diligence  in  main- 
taining appropriate  capital  adequacy  and  mission  focus  can  address 
the  issues  of  exposure  to  the  taxpayer. 

ACB  supports  Chairman  Baker's  introduction  of  H.R.  3703.  Our 
written  testimony  goes  into  greater  detail,  but  let  me  give  you  a 
brief  overview  of  our  views. 

ACB  supports  the  consolidation  of  both  mission  and  safety  and 
soundness  oversight  in  a  single  regulator  for  Fannie  Mae  and 
Freddie  Mac. 

ACB  is  opposed  to  consolidating  Federal  oversight  of  the  Federal 
Home  Loan  Bank  System  with  the  regulation  of  Fannie  Mae  and 
Freddie  Mac.  The  Federal  Home  Loan  Banks  and  the  other  two 
GSEs  have  vastly  different  natures  and  necessarily  different  risk- 
based  capital  requirements. 

ACB  is  strongly  supportive  of  providing  the  regulator  of  the 
GSEs  with  strong  supervisory  authority.  We  strongly  support  re- 
quiring new  program  activity  review  and  approval.  The  manner  in 
which  a  new  program  approval  process  is  crafted,  however,  is  com- 
plicated. The  GSEs  do  have  a  legitimate  concern  about  their  need 
to  maintain  confidentiality  for  proprietary  information  and  the 
need  to  move  quickly  in  today's  fast-moving  markets. 

The  concept  of  modest  initial  holdings  or  of  pilot  program  status 
may  be  a  way  to  address  these  difficult  issues.  This  would  allow 
some  interim  status  short  of  full  approval.  Such  a  process  might 
have  helped  prevent  the  concerns  that  now  exist  regarding  the  HTI 
issues  discussed  earlier. 

ACB  believes  that  a  clearer  definition  of  Fannie  Mae's  and 
Freddie  Mac's  mission  would  be  helpful.  Unlike  the  Federal  Home 
Loan  Bank  System,  whose  cooperative  structure  effectively  creates 
checks  and  balances  on  the  activities  of  the  banks,  Fannie  Mae  and 
Freddie  Mac  have  an  incentive  to  seek  out  new  activities  and  mar- 
kets to  maintain  or  improve  returns  to  shareholders. 

ACB  opposes  creating  uniform  capital  standards.  It  is  important 
to  recognize  the  differences  between  the  cooperative  structure  of 
the  Federal  Home  Loan  Bank  System  and  the  publicly-traded  cor- 
porate structure  of  Fannie  Mae  and  Freddie  Mac.  Risk-based  cap- 
ital standards  must  be  based  on  the  GSEs'  different  missions  or 
business  approaches. 
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ACB  does  not  support  repeal  of  the  Treasury  line  of  credit.  Elimi- 
nating the  Treasury  line  of  credit  would  be  expected  to  increase 
residential  mortgage  costs. 

ACB  strongly  opposes  the  repeal  of  the  Federal  Home  Loan 
Banks'  superlien  authority. 

ACB  supports  the  sense  of  Congress  calling  for  the  approval  of 
proposed  rules  issued  jointly  by  the  Federal  Reserve,  FDIC,  OCC, 
and  OTS  to  address  the  treatment  of  privately  issued  mortgage- 
backed  securities  under  risk-based  capital  requirements. 

I  would  like  to  take  a  few  minutes  to  discuss  some  important 
Federal  Home  Loan  Bank  System  issues. 

ACB  greatly  appreciates  and  supports  the  leadership  you,  Mr. 
Chairman,  and  Ranking  Member  Kanjorski  have  taken  in  this 
area.  Congress  required  the  Federal  Housing  Finance  Board  to 
have  capital  regulations  completed  by  November  12th.  Develop- 
ment of  the  new  capital  structure  has  proven  to  be  very  com- 
plicated and  many  questions  remain  unanswered.  To  ensure  that 
the  Federal  Home  Loan  Banks  and  the  current  and  prospective 
stakeholders  of  the  system  have  all  of  the  necessary  information 
available  to  develop  and  submit  informed  comments  on  the  pro- 
posed rule,  ACB  and  approximately  twenty  State  trade  associations 
sent  a  letter  to  you  and  a  number  of  your  colleagues  requesting  an 
extension  of  the  date  that  the  Federal  Housing  Finance  Board  has 
to  complete  the  capital  regulations.  We  hope  the  Banking  Com- 
mittee will  direct  the  Federal  Housing  Finance  Board  to  extend  the 
process  until  the  outstanding  questions  can  be  answered. 

On  June  29th,  the  Federal  Housing  Finance  Board  adopted  a 
regulation  that  defines  core  mission  activities  and  removes  the  cap 
and  pilot  status  of  the  mortgage  partnership  type  programs.  ACB 
opposed  the  core  mission  definition  because  it  suggests  future  in- 
vestment or  activity  quotas.  We  believe  that  the  mission  of  the  sys- 
tem is  clear  in  the  statute  and  that  the  Federal  Home  Loan  Banks 
and  their  members  are  in  the  best  position  to  determine  how  to 
achieve  that  mission. 

ACB  supported  removal  of  the  caps  and  pilot  status  of  the  mort- 
gage partnership  programs.  These  programs  should  be  allowed  to 
earn  their  way  into  the  balance  sheets  of  the  Federal  Home  Loan 
Banks.  Recently  we  have  learned  that  on  the  Senate  side  an 
amendment  may  be  offered  that  would,  in  effect,  put  retroactive 
caps  on  these  programs. 

We  believe  it  would  be  wrong  for  the  Finance  Board  to  mandate 
specific  minimum  levels  for  mortgage  partnership  or  other  pro- 
grams at  each  Federal  Home  Loan  Bank,  and  it  would  be  equally 
wrong  to  impose  legislative  limits  on  the  mortgage  partnership  pro- 
grams. 

Mr.  Chairman,  ACB  believes  that  H.R.  3703  is  an  important  and 
timely  legislative  initiative  and  raises  public  policy  issues  that 
must  be  addressed.  The  size  and  scope  of  the  GSEs  raise  funda- 
mental questions  both  for  the  structure  of  housing  finance  in  Amer- 
ica and  for  the  safety  of  the  marketplace. 

The  consumer  deserves  competitive  opportunities  in  a  secure 
marketplace  and  the  taxpayer  demands  that  risk  to  the  Govern- 
ment be  managed  and  minimized. 

Thank  you  for  this  opportunity  to  testify. 
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[The  prepared  statement  of  David  Bochnowski  can  be  found  on 
page  551  in  the  appendix.] 

Chairman  BAKER.  Thank  you  very  much,  sir,  for  your  construc- 
tive testimony. 

Mr.  Cronk,  are  you  famihar  with  an  organization  called  "Corey 
Savings  Bank"?  Does  that  ring  a  bell? 

Mr.  Cronk.  Corey  Savings  Bank? 

Chairman  Baker.  Yes. 

Mr.  Cronk.  Yes.  They  had  a  branch  in  Roanoke,  Virginia. 

Chairman  Baker.  On  West  Church  Street.  You  know  what  hap- 
pened to  them? 

Mr.  Cronk.  They  went  under. 

Chairman  Baker.  That  is  right,  in  the  1980's,  my  point  being  the 
fact  that  it  can  happen  in  your  own  home  town,  it  can  happen  any- 
where. Do  you  believe  that  these  GSEs  are  above  financial  rever- 
sals? 

Mr.  Cronk.  Absolutely  not. 

Chairman  Baker.  OK.  Thank  you. 

In  your  written  testimony — I  know  these  are  not  necessarily  your 
particular  work  product  but  that  of  the  organization — the  realtors 
make  reference  to  systemic  risk  management,  and  the  point  being 
that  OFHEO  stress  test  would  be  the  appropriate  remedy  to  anal- 
ysis of  systemic  risk  potential. 

Do  you  know  if  any  of  the  experts  who  may  have  provided  your 
information  have  looked  at  either  their  default  models  that  are  con- 
tained in  that  stress  test  calculation,  counter-party  risk  analysis, 
or  interest  rate  modeling  requirements,  specifically  the  weighting 
of  risk  of  derivatives  versus  debt  instruments,  for  example?  Has 
that  been  something  the  realtors  have  engaged  in  a  discussion  on? 

Mr.  Cronk.  We  met  with  OFHEO  and  we  have  provided  com- 
ments relative  to  those  risk-based  capital  standards. 

Chairman  BAKER.  But  you  have  not  been  familiar  with  those  par- 
ticular provisions  of  the  stress  test? 

Mr.  Cronk.  Our  staff  has  studied  them,  but  we  haven't  got  into 
them  in  complete  depth. 

Chairman  Baker.  I  would  think  not. 

In  your  meeting  with  Mr.  Kinsey,  did  you  talk  about  the  test 
being  a  predictor  of  probability  of  failure  rather  than  being  a  pre- 
dictor of  severity  of  the  risk? 

The  reason  why  I  ask  that  question  to  help  you.  In  speaking  with 
Mr.  Kinsey  yesterday  and  asking  what  is  the  effect  of  the  stress 
test  from  your  regulator's  perspective,  it  is  to  determine  the  prob- 
ability of  failure,  not  to  determine  whether  systemic  risk  potential 
exists,  which  goes  to  the  extent  or  severity  of  the  financial  reversal, 
the  point  being  the  regulator  has  told  me  that  that  stress  model 
is  not  a  calculator  nor  a  predictor  of  systemic  risk  to  our  economy. 
It  is,  rather,  a  predictor  of  whether  the  enterprise  is  likely  to  have 
difficulty,  the  point  being  the  organization  has  recommended  that 
is  an  appropriate  step  to  take  for  insulation  against  systemic  risks. 
The  regulator  is  telling  me  it  won't  work. 

I  would  hope  those  who  provided  you  with  this  information  would 
perhaps  review  it  again. 

From  the  standpoint  of  probability  of  failure,  Mr.  Smith,  I  under- 
stand the  home  builders  have  taken  the  view  that  there  is  not  like- 
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ly  to  be  a  business  cycle  in  which  housing  demand  softens  and  in- 
terest rates  go  up? 

Mr.  Smith.  No,  they  have  not  taken  that  view. 

Chairman  Baker.  But  you  beUeve  that  if  that  were  to  occur  the 
world  would  be  OK  and  we  need  not  evaluate  the  underlying  fun- 
damentals of  the  GSE? 

Mr.  Smith.  I  think  you  always  need  to  evaluate  the  underlying 
fundamentals  of  GSE.  It  is  critically  important  that  they  remain 
sound.  There  will  be  different  markets.  We  know  there  will  be.  His- 
tory has  provided  that  and  in  the  future  we  will  see  it  again. 

Chairman  Baker.  My  point  being  my  whole  motivation  in  this 
process  has  been  to  insulate  against  systemic  risk.  If  you  are  ac- 
knowledging the  potential  for  reversals  of  business  cycles  would 
occur,  what  recommendations  are  the  home  builders  making  in 
order  to  insulate  us  against  a  systemic  risk  potential  from  the 
GSEs? 

Mr.  Smith.  Well,  we  think  that  there  are  in  place  the  OFHEO, 
their  risk  analysis,  their  recent  report  to  the  Congress.  And  when 
you  use — when  we  discussed  stress  tests  as  part  of  a  risk  analysis, 
we  have  watched  the  performance  of  the  GSEs  under  the  ultimate 
stress  test,  which  was  the  reversals  in  the  economy  in  the  late 
1980's  and  early  1990's.  They  did  quite  well,  much  better  than 
other  parts  of  the  financial  system. 

When  I  say  the  GSEs,  I  mean  Fannie  Mae  and  Freddie  Mac. 

So,  combined  with  understanding  the  history  of  a  live  stress  test 
along  with  the  ongoing  work  of  OFHEO,  we  believe  they  are  sound. 

Chairman  Baker.  I  would  expect  you  would  say  the  experience 
from  1979  to  1984  when  Fannie  Mae  was  insolvent  was  just  an  ab- 
errant activity  that  would  never  occur  again? 

Mr.  Smith.  I  believe  that  they  have  now — Congress,  your  Con- 
gress, has  put  into  place  the  necessary  oversight  to  be  able  to  see 
that  that  does  not  occur. 

Chairman  Baker.  With  a  stress  test  which  is  not  yet  imple- 
mented. 

Mr.  Smith.  Yes,  but  it  is  there  with  OFHEO,  and  if  they  are  able 
to  enact  and  act  on  what  the  consensus  of  the  Congress  when  they 
put  OFHEO  in  in  1992  and  the  most  recent  changes,  we  believe  it 
is  there. 

Chairman  Baker.  The  point  is  it  was  required  in  1992.  As  we  sit 
as  participants  in  the  hearing  today  it  is  not  in  effect.  There  is  con- 
siderable debate  among  the  market  participants,  the  GSEs,  as  to 
the  construct  that  is  being  put  together  and  its  appropriateness. 
We  do  not  have  a  safety  and  soundness  regulator  today.  This  Con- 
gress debated  at  length  increasing  the  funding  of  the  OFHEO  en- 
terprise from  $18.6  to  $21  million  just  a  few  weeks  ago — an  effort 
which  I  supported,  even  taking  to  $25  million.  If  the  enterprises 
were  OCC  regulated  financial  institutions  based  on  asset  size,  their 
regulatory  charge  would  be  $67  million.  There  is  a  regulatory  mis- 
match which  is  absolutely  clear,  without  dispute.  There  is  no  regu- 
latory oversight  in  effect  as  a  result  of  the  stress  test,  and  the  idea 
that  the  stress  test  could  be  used  as  an  insulator  of  systemic  risk 
is  very  difficult  for  me  to  accept. 

I  have  exhausted  my  time. 

Mr.  Kanjorski. 


146 

Mr.  Kanjorski.  Thank  you,  Mr.  Chairman. 

Let  me  ask  an  open  question.  Do  any  of  you  have  an  opinion  that 
either  Freddie  Mac  or  Fannie  Mae  is  now  bordering  on  a  risk  in 
our  society  where  essential  action  must  be  taken  immediately  to 
prevent  systemic  risk  from  occurring? 

Mr.  Bartlett. 

Mr.  Bartlett.  No.  We  think  action  is  essential.  We  don't  think 
it  is — it  is  not  something  that  has  to  happen  tomorrow.  We  don't 
see  any  kind  of  imminent  failure  or  anything  like  that. 

Our  main  focus  is  on  the  mission,  Congressman.  We  think  that 
the  mission  is  way  beyond  what  Congress  had  intended,  and  we 
think  that  is  what  you  ought  to  focus  on. 

Mr.  Kanjorski.  So,  in  accordance  with  Mr.  Baker's  previous 
questions,  you  are  not  worried  about  a  safety  and  soundness  prob- 
lem. You  think  our  system  is  rather  secure,  it  is  just  a  question 
that  you  represent  an  interest  group  that  feels  there  is  a  little  bit 
of  trespassing  may  be  occurring? 

Mr.  Bartlett.  Congressman,  that  isn't  the  way  I  would  put  it, 
I  believe  that  the  consumers  are  being  misserved  and  would  be 
more  misserved  in  the  future.  I  also  think  there  is  an  underlying 
safety  and  soundness  issue.  You  asked  whether  it  was  imminent. 
I  don't  think  there  is  an  imminent  crisis. 

I  think  over  the  long  term  a  financial  institution  needs  a  regu- 
lator, and  I  don't  believe  that  Fannie  Mae  and  Freddie  Mac  have 
a  regulator  right  now — a  regulator  that  is  empowered  to  regulate 
them. 

Mr.  Kanjorski.  Does  anybody  else  have  an  opinion  as  to  whether 
we  have  any  real  systemic  risk  at  this  point  in  time? 

Mr.  Cronk.  From  the  realtors'  perspective,  obviously  we  have  not 
seen  and  cannot  see  any  evidence  that  there  is  a  risk  factor  in 
place  now,  but  I  can  appreciate  and  admire  the  subcommittee  for 
their  study  of  the  process,  because  obviously  we  do  not  want  a  re- 
turn of  what  has  happened  in  our  economy  before  in  the  savings 
and  loan  that  somebody  has  referred  to,  but  I  think  that  we  all — 
everybody  would  concur  that  Fannie  Mae  is  about  as  solid  today  as 
we  had  all  hoped  for  them  to  be  and  strong  in  the  marketplace,  and 
there  is  no  reason  not  to  prepare  for  the  future,  but  things  do  hap- 
pen. But  I  think  we  need  to  have  a  strong  independent  regulator 
in  place  and  uniform  risk-based  capital  standards  I  feel — and  I 
think  others  feel — will  be  in  place  by  the  end  of  this  year.  Unfortu- 
nately, it  has  taken  eight  years  to  get  them  in  place,  but  they  are 
at  the  point  right  now  that  we  hope  that  that  will  be  successful  and 
be  sufficient  to  cover  any  potential  risk  that  the  Government  may 
have  in  front  of  them. 

Mr.  Kanjorski.  Does  anybody  else  want  to  comment? 

Mr.  BOCHNOWSKI.  Mr.  Kanjorski,  this  might  be  the  time  when  we 
do  not  have  pressure  on  the  system  to  actually  implement  the 
study  that  would  relieve  pressures  that  exist  somewhere  down  the 
road. 

Mr.  Kanjorski.  I  absolutely  agree  we  should  study  the  issue,  but 
we  are  talking  about  legislation  right  now.  We  are  talking  about 
potentially  imminent  legislation. 
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Mr.  BOCHNOWSKI.  I  do  not  think  that  there  is  an  imminent  risk 
that  exists  at  the  moment,  but  the  pressures  might  come  that  if 
they  are  evident  at  some  point  in  the  future. 

Mr.  Kanjorski.  So,  as  I  understand  it,  your  indication  is  we 
have  the  time  to  study  this  issue  and  we  should  take  the  time  to 
study  it  and  the  subcommittee  is  taking  the  right  action. 

Mr.  BOCHNOWSKI.  And  act,  and  provide  a  strong  regulator. 

Mr.  Kanjorski.  Yes.  Very  good. 

We  had  a  hearing  yesterday  on  the  reauthorization  of  the  Com- 
modities Exchange  Act,  where  we  discussed  the  growth  and  poten- 
tial risk  of  the  derivatives  market,  which  is  now  about  an  $80  tril- 
lion market.  Interestingly  enough,  commodities  exchanges  are  reg- 
ulated by  the  Commodities  Exchange  Act  which  comes  out  of  the 
Agriculture  Committee,  which  is  an  interesting  take  on  things. 

But  the  question  was  whether  or  not  we  are  capable  of  defining 
futures  and  distinguishing  what  futures  and  swaps  are,  and  a 
working  panel  concluded  that  it  was  beyond  the  realm  of  human- 
kind to  define  what  these  products  are. 

Relating  that  back  now  to  products  in  real  estate,  I  am  a  little 
disturbed  that  we  are  trying  to  define  future  products.  I  would  like 
your  opinion  as  to  whether  or  not  it  is  a  mistake  to  set  parameters. 
Do  you  see  an  evolutionary  or  revolutionary  process  occurring  in 
the  real  estate  market,  where  new  products  are  being  conceived  of 
and  implemented  to  the  advantage  of  the  market?  Should  we  try 
and  define  exactly  what  these  entities  can  deal  with,  whether  that 
will  be  too  constrictive,  and  should  we  give  a  lot  of  discretion  to 
whomever  we  select  as  the  regulator  to  have  discretionary  author- 
ity to  watch  the  system  and  allow  products  to  evolve? 

Mr.  Smith.  It  is  a  revolution.  There  was  no  question,  as  my  chil- 
dren often  say  to  me,  "Dad,  this  country  and  this  entire  financial 
system  is  going  at  warp  speed." 

The  needs  are  definitely  there.  We  are  existing  in  an  obviously 
extraordinarily  successful  environment  financially,  and  yet  40  to  50 
percent  home  ownership  rate  for  blacks  and  other  minorities  and 
Hispanics  is  just  not  acceptable. 

You  have  to  allow  a  market  to  be  able  to  move  quickly  in  this 
world  and  move  fast  in  order  to  satisfy  the  needs.  An  overburden 
of  a  regulatory  effort  on  the  natural  market  forces  has  never,  ever 
worked.  You  need,  obviously,  to  have  regulation  to  keep  GSEs  and 
other  financial  institutions  within  their  charters  and  to  be  safe  and 
to  be  sound,  but  if  they  cannot  move  in  a  market  and  you  try  and 
overlay  a  marketplace,  it  will  create  great  disinformation  and  we 
will  stifle  the  very  thing  that  has  made  this  the  greatest  housing 
country  in  the  world. 

Mr.  Kanjorski.  Anyone  else? 

Mr.  Bartlett.  Congressman,  quickly,  greater  competition — that 
is,  competition  from  hundreds  of  providers  instead  of  just  two — will 
create  better  innovation,  more  innovation,  more  products,  and  bet- 
ter products  for  consumers,  and  that  is  the  underlying  purpose  of 
this  bill  is  to  allow  greater  competition  rather  than  less  competi- 
tion. 

Mr.  Kanjorski.  Do  you  think  we  should  have  a  licensing  process 
for  other  secondary  private  market  participants? 
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Mr.  Bartlett.  The  two  GSEs,  or  the  GSEs  have  a  Federal  char- 
ter, and  that  Federal  charter  provides  implicit  guarantees  and  ben- 
efits. We  think  that  those  benefits  ought  to  accrue  only  for  the  pur- 
pose of  home  ownership  or  residential  home  mortgage  market, 
which  is  a  stated  policy  of  the  Congress,  and  not  for  all  the  other 
things,  and  we  think  even  that  needs  a  regulator. 

So  this  bill  does  safety  and  soundness  with  a  regulator  and  also 
says  that  the  purpose  of  the  Federal  implicit  guarantee  is  for  home 
ownership  and  not  for  other  purposes. 

We  think  then  that  opens  the  rest  of  the  market  up  for  much 
greater  innovation  because  it  will  have  greater  competition. 

Mr.  Kanjorski.  My  time  has  expired,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Ms.  Kanjorski. 

Mrs.  Biggert. 

Mrs.  BiGGERT.  Thank  you,  Mr.  Chairman. 

Mr.  Bartlett,  regarding  the  new  activities,  you  suggested  that  the 
bill's  approach  should  be  simplified.  Do  you  have  any  suggestions? 

Mr.  Bartlett.  Congresswoman,  we  do,  and  we  will  work  with 
the  staff  on  specifics. 

We  like  the  approach,  and  that  is  to  have  a  sole  regulator  that 
does  both  safety  and  soundness  as  well  as  mission.  The  GSEs 
and — I  would  have  put  this  in  the  bill  in  1983,  had  we  realized  the 
explosion  of  the  mission — the  GSEs  have  no  one  to  go  to  right  now 
effectively.  There  is  no  arbitrator,  so  we  think  this — I  am  sorry, 
HUD  tries  to  be  an  arbitrator.  We  think  this  strengthens  the  arbi- 
tration by  determining  what  is  in  the  mission  and  what  is  outside 
the  mission. 

We  think  it  can  be  simplified.  We  think  that  it  doesn't  have  to 
be  every  tweak  of  the  original  product,  but  we  think  that  a  sole 
regulator  with  both  mission  and  safety  and  soundness  can  create 
that  bright  line. 

So  we  will  work  with  you  on  some  ways  to  simplify  it,  but  we 
think  that  a  determination  of  that  mission  by  the  regulator  is  over- 
due. 

Mrs.  Biggert.  OK. 

Mr.  Cronk,  in  your  testimony  you  mentioned  the  realtors'  objec- 
tion to  the  GSEs'  expansion  into  property  disposition  activities,  in- 
cluding bidding  on  third-party  foreclosures. 

Mr.  Cronk.  Yes. 

Mrs.  Biggert.  Do  you  believe  that  this  bill's  provisions  regarding 
new  activities  might  have  helped  in  this  regard,  the  way  that  the 
bill  is  written  now? 

Mr.  Cronk.  It  may,  as  was  written,  but  it  is  not  necessary  be- 
cause we  have  been  able  to  sit  down  and  have  dialogue  and  work 
through  these  issues  that  we  disagree  on,  and  we  have  been  suc- 
cessful in  the  past  and  feel  confident  we  will  be  successful  on  this 
one. 

Mrs.  Biggert.  OK.  Thanks. 

And  then,  Mr.  Bochnowski,  you  talked  about  repeal  of  the  Treas- 
ury line  of  credit  and  you  don't  agree  with  that.  Could  you  expand 
a  little  bit  more,  since  this  has  never  been  used  by  anyone,  and  yet 
it  is  there? 

Mr.  Bochnowski.  The  line  of  credit,  while  it  has  never  been 
used,  is  a  symbol,  and  the  symbolism  is  one  that  suggests  that 
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Fannie  Mae  and  Freddie  Mac  have  access  to  low-cost  funds.  That 
assists  in  driving  down  the  price  of  housing  as  far  as  the  afford- 
abiUty  of  housing  and  affordability  of  loans.  And  so  I  think  our  con- 
cern would  be  the  unintended  consequences  that  was  raised  a  little 
earlier. 

If  that  is  removed  it  might  be  disruptive  in  the  marketplace  as 
far  as  Fannie  Mae  and  Freddie  Mac  stock  is  concerned.  I  think  it 
would  be  far  more  disruptive  perhaps  for  the  ordinary  borrower 
and  it  would  drive  up  their  cost  to  finance. 

Mrs.  BiGGERT.  We  seem  to  have,  where  there  is  the  policy,  or 
what  is  public  policy  is:  what  are  the  GSEs  to  do  at  the  behest  of 
Congress?  Are  they  really  to  provide  housing  as  a  major  policy 
for — home  ownership  seems  to  be  a  major  policy.  Is  there  a  balance 
between  those  two?  And  does  this  line  of  credit  help  with  that  or 
does  it  hinder  it? 

Mr.  BOCHNOWSKI.  It  doesn't  appear  to  be  hurting  it.  It  appears 
to  be  assisting  it,  simply  because  the  availability  creates,  at  least 
in  the  mind  of  the  marketplace,  the  idea  that  funds  are  available, 
and  should  there  be  any  difficulty,  any  stress  within  the  system, 
that  those  stresses  would  be  equalized  by  the  line  of  credit. 

Mrs.  BiGGERT.  Thank  you. 

And  thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mrs.  Biggert. 

Mr.  Bentsen. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

I  was  just  getting  some  clarification  from  staff. 

It  seems  to  me  the  dilemma  that  we  face  with  this  bill  is,  on  the 
one  hand,  I  think  everybody  endorses  greater  regulation  or  over- 
sight of  the  GSEs.  It  is  hard  for  anybody  to  be  against  that.  We, 
of  course,  have  OFHEO,  which  is  working  its  way  through  a  regu- 
latory process,  a  rule-making  process,  and  hopefully  by  the  end  of 
the  year  we  will  have  risk  policy  rules  for  the  GSEs  and  we  will 
have  an  opportunity  to  look  at  that.  Mr.  Baker  attempts  to  address 
part  of  that  in  his  bill. 

On  the  other  hand,  it  seems  to  me  that  we  have  a  situation 
where,  as  the  marketplace  has  matured,  other  competitors  are  con- 
cerned that  the  GSEs — in  particular,  Fannie  Mae  and  Freddie 
Mac— are  much  too  powerful  and,  in  particular,  because  of  their 
ties  to  the  Federal  Treasury,  and  that  somehow  they  ought  to  be 
reined  in. 

It  seems  to  me — and  I  don't  want  to  sound  too  much  like  a  liber- 
tarian or  anj^hing  like  that,  but  it  seems  to  me  that  that  is  an  un- 
workable prospect,  and  I  note  with  some  interest  an  article  that 
was  in  the  Wall  Street  Journal  on  June  30th,  which  is  similar  to 
a  line  of  questioning  that  I  have  raised  in  some  earlier  hearings 
that  we  have  had — not  quite  similar,  but  it  is  along  the  same 
track — that  a  proposal  apparently  was  floated  out  there,  imme- 
diately denied  by  one  of  the  GSEs,  that  perhaps  they  would  at  least 
spin  off  part  of  the  GSE  into  a  completely  private,  separate  cor- 
poration from  their  structure  now. 

I  raise  this  again  for  this  panel,  because  I  have  tried  to  ask  other 
panels  about  this.  What  would  be  your  position  if  Congress  said, 
rather  than  trying  to  just  put  a  tight  leash  on  the  GSEs,  which  I 
think  some  would  like  us  to  do  in  order  to  artificially  level  the  play- 
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ing  field,  if  that  is  what  they  are  trying  to  accompUsh,  instead  we 
said  it  has  worked  so  well  that  we  have  accomplished  so  much 
through  a  federally-sponsored  secondary  mortgage  market  that  now 
has  come  the  time  for  the  children  to  go  out  on  their  own?  And  ob- 
viously we  would  have  to  pass  some  bills  to  do  that,  but  what 
would  be  the  position  of  your  groups  if  we  were  to  propose  to  do 
that? 

Steve. 

Mr.  Bartlett.  Well,  Congressman,  at  this  point  it  is  a  brain- 
storm of  Lou  Renarian,  and  I  have  generally  found  Lou  Renarian's 
brainstorms  to  be  quite  brilliant,  but  we  would  have  to  look  at  it 
a  lot  more  carefully. 

A  couple  of  comments  on  it,  though,  and  that  is  that  one  possi- 
bility for  Congress  at  some  point  in  the  future,  either  with  or  with- 
out this  splitting  up,  would  be  to  create  an  open  entrance  charter — 
that  is  to  say,  the  difficulty  with  this  charter  is  not  that  it  is  a  bad 
thing,  but  that  it  allows  other  activities,  and  the  process  of  reining 
the  other  activities  in,  one  could  envision  allowing  other  charters, 
just  as  with  other  kinds  of  financial  services  institutions,  to  obtain 
a  GSE-like  charter  with  sufficient  regulation,  and  then  you  would 
create  maximum  competition,  and  that  would  sort  of  fit  in  nicely 
with  the  idea  of  the  "split  up." 

I  think  it  is  way  too  early.  I  do  think  that,  while  one  could  make 
an  argument  that  this  is  too  large  a  problem  in  the  current  context, 
that  for  this  subcommittee  and  then  Congress  to  redefine  and  take 
a  careful  look  at  the  mission,  at  the  statutory  mission,  and  then  to 
create  a  sole  regulator  for  both  safety  and  soundness  and  mission 
definition  would  be  a  good  first  step.  Whether  that  leads  to  other 
steps  such  as  an  open  charter  or  multiple  GSEs  or  not  I  think  time 
will  tell. 

Mr.  Bentsen.  If  I  can  just  follow  up  quickly — and  I  want  to  hear 
from  the  others — ^your  point,  Mr.  Bartlett,  is  that  we  go  part  of  the 
way  on  the  regulatory  side,  but  perhaps  not  go  so  far  as  looking 
at  issues  like  line  of  credit  and  things  like  that.  Let  us  get  a  handle 
on  the  oversight. 

I  think  that  is  something  that  this  subcommittee  might  be  recep- 
tive to.  I  also  think  we  have  to  look  closely  at  this  issue  of,  in  ef- 
fect, putting  Fannie  and  Freddie  under  the  Administrative  Proce- 
dures Act  or  some  hybrid  thereof.  I  am  not  sure  that  we  would 
want  to  go  that  far,  but  perhaps  more  oversight  in  the  new  prod- 
uct. 

I  don't  know  if  anyone  else  has  a  comment  or  not. 

Mr.  Sumner.  I  have  a  more  simplistic  approach.  I  think  that  the 
regulatory  oversight  issue  is  one  that,  as  you  have  heard  today,  is 
of  concern  because  I  think  the  regulatory  process  really — I  mean, 
for  an  entity  that  was  created  eight  years  ago  to  come  up  with  cap- 
ital standards  and  still  doesn't  have  it,  something  is  dramatically 
wrong.  I  mean,  it  is  not  that  complicated. 

Congressman  Kanjorski,  you  mentioned  the  derivatives  market 
and  the  complexity  of  that.  We  clearly  are  in  a  marketplace  that 
has  dramatically  changed  from  where  it  was  ten  years  ago,  but  I 
think  it  really  asks  the  question  of  a  stronger  regulatory  oversight 
here,  and  I  think  that  the  public  deserves  that  sort  of  a  response. 
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So  I  think,  in  one  sense,  H.R.  3703  is  right  on  target  in  that  re- 
gard, I  think  the  repeal  of  the  Hne  of  credit  that  they  have  would 
really — I  mean,  we  have  a  system  that  is  working.  The  secondary 
market  and  the  purpose  for  which  Fannie  and  Freddie  were  cre- 
ated is  working  in  providing  liquidity  for  the  secondary  market. 

I  don't  think  anyone  will  dispute  that,  but  I  think  that  there  are 
other  elements  here  at  work  that  go  beyond  what  that  is,  but  it 
doesn't  make  sense  to — I  think  if  something  is  not  broken,  to  try 
to  go  and  fix  it  and  get  into  issues  of,  like,  privatization  or  what- 
ever, that  is  going  to  take  a  lot  of  study,  and  there  have  been  a 
lot  of  people,  as  we  all  know,  who  have  opined  on  what  that  may 
or  may  not  bring  to  home  ownership. 

But  I  think  home  ownership  is  working  with  the  liquidity  that 
the  GSEs  provide,  but  the  competitive  area  on  the  primary  side  is 
something  that  needs  to  be  looked  at,  as  well,  and  this  blue  ribbon 
panel  that  we  have  convened,  with  Fannie  Mae  and  Freddie  Mac, 
hopefully  will  result  in  a  real  definition  of  what  is  primary  and  sec- 
ondary that  would  help,  I  think,  respond  to  your  question. 

Mr.  Bentsen.  Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you,  Mr.  Bentsen. 

And  should  it  be  necessary,  although  I  don't  think  it  will  be,  if 
anyone  accuses  you  of  being  a  libertarian  I  will  come  immediately 
to  your  defense. 

[Laughter.] 

Chairman  Baker.  Mr.  Cook,  you  were  next  by  arrival  time. 

Mr.  Cook.  Thank  you,  Mr.  Chairman. 

I  want  to  commend  this  panel.  I  have  learned  from  your  testi- 
mony and  I  particularly  want  to  acknowledge  Kit  Sumner  from  my 
home  town,  who  is  CEO  of  the  CrossLand  Mortgage  Corporation 
there  in  Salt  Lake  City,  and  President  of  the  Mortgage  Bankers  As- 
sociation of  America. 

I  would  like  to  start  by  just  asking  you,  Mr.  Sumner,  if  you  think 
H.R.  3703,  in  just  overall  terms,  is  in  the  best  interest  of  the  Amer- 
ican homeowner  or  not? 

Mr.  Sumner.  I  think  the  Mortgage  Bankers  Association  is  cer- 
tainly supportive  of  H.R.  3703,  with  the  exception  of  this  line  of 
credit  issue.  I  think  that  there  are  some  huge  ramifications  to  a 
change  of  what  that  really  means  without  a  lot  of  thoughtful  study. 
I  think,  again,  the  secondary  market,  as  I  just  mentioned,  works 
as  far  as  the  GSEs  providing  liquidity  for  that  marketplace,  and 
that  is  what  their  role  is  and  that  is  what  they  have  done  an  excel- 
lent job  in  doing. 

But,  as  far  as  the  regulatory  side  of  this,  you  know,  again  I  think 
it  is — I  don't  think — I  think  if  something  were  to  happen,  as  has 
been  stated,  I  think  we  would  all  certainly  suffer  the  consequences 
of  the  fact  that  there  really  hasn't  been  any  regulatory  review  here, 
and  that  needs  to  be  done  without  question. 

Mr.  Cook.  I  wanted  to  ask  Mr.  Cronk,  I  noticed  in  your  written 
testimony  that  you  oppose  repealing  the  Treasury  line  of  credit  for 
the  GSEs,  but  you  didn't  say  that  in  your  oral  testimony.  I  just 
wanted  to  make  sure  or  clarify  that  is  your  position,  that  you  op- 
pose the  provisions  of  H.R.  3703  that  would  repeal  the  line  of  cred- 
it; is  that  correct? 
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Mr.  Cronk.  Yes.  I  tried  to  make  it  clear.  There  was  really  only 
one  part  of  it  that  we  really  feel  we  could  support  at  that  time,  and 
that  is,  of  course,  the  strong  independent  regulator. 

If  I  may  just  expand  upon  that? 

Mr.  Cook.  Sure. 

Mr.  Cronk.  We  are  veiy  much  concerned  about  tampering  with 
something  that  just  has  worked  so  well  and  American  home  owners 
have  benefited  so  greatly  from,  and  there  are  four  things  that  I  at- 
tribute to  the  bill,  to  the  GSEs  that  they  are  giving  to  this  market- 
place, and  the  charters  allow  that — stability,  liquidity,  efficiency, 
and,  above  all,  affordability  for  American  home  owners. 

Mr.  Cook.  OK.  I  think  I  am  clear  on  what  each  of  the  witnesses 
are  saying,  I  think,  in  terms  of  the  regulator  and  in  terms  of  the 
line  of  credit,  but  I  would  like  to  just  explore  any  of  your  feelings 
on  revisions  of  the  appeals  process  and  new  products  and  so  forth. 
I  would  like  to — maybe  with  Mr.  Bartlett,  I  want  to  be  sure  I  un- 
derstand exactly  what  you  are  saying  in  terms  of  that. 

I  take  it  you  think  that  is  probably  as  big  an  issue  as  even  the 
regulator  issue? 

Mr.  Bartlett.  It  is  equal.  Congressman.  We  support  the  review 
of  the  new  products.  We  think  that  it  could  be  simplified,  the  re- 
view could  be  simplified  and  streamlined,  and  we  think  that  the  re- 
view should  have  some  kind  of  a  safe  harbor  so  that  if  a  lender 
comes  out  with  a  new  product  or  with  a  slight  tweak  on  the  old 
product  that  it  wouldn't  require  cumbersome  review.  We  think  all 
of  that  is  easily  workable  in  the  legislative  language. 

But  a  review  of  the  new  products  and  new  activities  is  essential 
by  the  sole  regulator,  who  is  also  doing  safety  and  soundness.  We 
think  that  is  a  key  part  of  this  bill. 

Mr.  Cook.  And  then  finally,  Mr.  Sumner,  I  take  it  you  sort  of 
agree  with  that.  Is  there  anything  you  would  like  to  add  or  not 
agree  on? 

Mr.  Sumner.  I  agree  with  Mr.  Bartlett.  I  think  time  to  market 
is  important,  and  how  that  can  be  done  appropriately  should  also 
be  factored  in,  but  I  think  product  review  is  certainly  important, 
so  long  as,  again,  it  is  the  role  of  the  regulator  in  ensuring  that 
the  secondary  market  activity  is  followed  through  on  the  part  of 
the  GSEs. 

Mr.  Cook.  Thank  you. 

Chairman  Baker.  Thank  you,  Mr.  Cook. 

Ms.  Waters. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Chairman.  I  was  just 
trying  to  do  an  assessment  of  all  of  these  hearings  we  have  had, 
these  five  hearings  or  so,  to  see  what  we  have  learned  and  to  see 
if  there  is  any  consensus  that  is  forming,  and  I  am  not  so  sure 
there  is. 

I  want  to  just  recap  something  to  make  sure  I  understand  where 
some  of  our  witnesses  are  today  as  it  relates  to  the  repeal  of  the 
so-called  "Treasury  lines  of  credit"  available,  even  those  that  have 
not  been  used  by  Fannie  Mae  and  Freddie  Mac. 

Am  I  to  understand  that  there  is  opposition  to  this  from  several 
of  those  who  are  here  today?  Let  me  just  find  out. 

Home  builders,  Mr.  Smith,  am  I  to  understand  that  you  oppose 
the  provision  that  would  repeal  the  Treasury  line  of  credit? 
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Mr.  Smith.  Yes. 

Ms.  Waters.  Mr.  Cronk  with  the  realtors,  do  you  also  oppose  Mr. 
Baker's  proposal  to  repeal  the  Treasury  line  of  credit? 

Mr.  Cronk.  Yes. 

Ms.  Waters.  Mr.  Sumner  with  the  Mortgage  Bankers — I  think 
I  just  heard  you,  and  you  sounded  as  if  you  definitely  oppose  the 
proposal  to  repeal  the  Treasury  line  of  credit;  is  that  true? 

Mr.  Sumner.  Yes. 

Ms.  Waters.  OK.  And  Mr.  Bochnowski,  America's  Community 
Builders. 

Mr.  Bochnowski.  America's  Community  Bankers,  yes,  we  do. 

Ms.  Waters.  Do  you  also  oppose  Mr.  Baker's  proposal  to  repeal 
the  Treasury  line  of  credit? 

Mr.  Bochnowski.  Yes,  we  do. 

Ms.  Waters.  So  I  guess  we  almost  do  have  a  consensus  on  some- 
thing here. 

Now,  I  also  understand  that,  Mr.  Chairman,  we  have  had  some 
representation  from  the  National  Bankers  Association,  the  Amer- 
ican League  of  Financial  Institutions,  and  the  National  Association 
of  Real  Estate  Brokers,  who  may  not  be  represented  here  today, 
but  they  also  oppose  your  bill  as  it  relates  to  the  repeal  of  the 
Treasury  lines  of  credit. 

Is  that  your  understanding,  Mr.  Chairman? 

Chairman  Baker.  I  think  the  only  group  you  left  out  is  the 
Treasury  Department,  which  does  support  it.  Thank  you. 

Ms.  Waters.  Well,  I  want  to  make  sure  that  we  are  all  on  the 
same  track  here.  I  do  have  some  communication  from  those  groups 
that  I  just  mentioned,  and  I  would  like  unanimous  consent  to  put 
that  into  the  record. 

Chairman  Baker.  Without  objection. 

Ms.  Waters.  Without  objection,  is  that  OK?  All  right.  Thank  you 
very  much. 

I  would  like  to  apologize  for  not  being  able  to  be  here  earlier  to 
hear  some  of  the  testimony,  and  I  don't  think  I  have  any  questions 
beyond  those  that  I  have  asked  except  for  you,  Mr.  Chairman.  How 
many  more  of  these  hearings  are  we  going  to  have? 

Chairman  Baker.  Well,  there  seems  to  be  a  deep  need  for  addi- 
tional information  to  make  this  important  decision,  and  I  certainly 
don't  want  to  disappoint  Members  of  the  subcommittee  and  cut  off 
the  debate  and  have  a  vote  before  we  are  all  fully  informed,  so  I 
would  expect  this  would  go  on  for  quite  some  time. 

Thank  you,  Ms.  Waters. 

Ms.  Waters.  All  right.  Mr.  Chairman,  let  me  just  say  that  I 
think  that  my  colleague  indicated  that  not  only  is  he  opposed  to 
perhaps  additional  hearings,  but  asked  of  you  if  you  planned  on 
trying  to  take  this  up  for  markup  this  year.  May  I  inquire  also? 

Chairman  Baker.  Certainly.  Yes,  ma'am.  It  would  be  my  intent, 
once  we  have  reached  consensus,  which  you  have  aptly  described 
we  are  getting  close  to,  that  we  would  certainly  consider  markup. 

Ms.  Waters.  You  would  consider  markup  this  year? 

Chairman  Baker.  If  we  are  able  to  reach  consensus.  Yes. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  BAKER.  Thank  you,  Ms.  Waters. 

Mr.  Royce. 
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Mr.  ROYCE.  Thank  you,  Mr.  Chairman.  I  want  to  begin  by  thank- 
ing Mr.  Cronk  and  Mr.  Smith  and  the  other  paneHsts  for  their  tes- 
timony today.  I  want  to  just  make  the  observation  that  in  my  view 
the  best  policy  would  be  to  completely  privatize  all  three  of  the 
housing  GSEs — Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home 
Loan  Bank  System — and  by  "completely  privatize"  I  mean  elimi- 
nate any  tie  to  the  Federal  Government  such  as  the  line  of  credit 
and  any  form  of  housing  goals  or  mandates  from  Washington. 

I  think,  while  many  of  my  colleagues  would  agree  with  elimi- 
nating the  advantages  that  the  GSE  enjoy  as  a  result  their  quasi- 
governmental  status,  very  few  support  eliminating  the  housing 
mandates  that  the  GSEs  are  subject  to  as  a  result  of  that  status. 

One  of  the  observations  I  would  make — and  I  would  like  your 
comment  on  it — is  that  I  do  think  we  have  had  a  number  of  con- 
structive points  that  have  come  out  as  a  result  of  these  hearings. 

I  am  concerned  that  an  entity  I  consider  problematic,  the  Federal 
Home  Loan  Bank  System  and  the  Mortgage  Partnership  Finance 
Program,  seems  to  have  been  dropped  from  the  focus  of  this  bill 
and  from  the  focus  of  this  subcommittee. 

I  would  like  to  just  quote  from  an  article  in  Baron's  not  long 
ago — and  I  have  written  a  number  of  letters  to  the  Chairman  and 
I  have  written  a  number  of  letters  to  the  Federal  Home  Loan  Bank 
System  on  this — but,  just  to  quote  from  that  article:  "The  Home 
Loan  Banks  have  a  new  program  dubbed  'mortgage  partnerships  fi- 
nance,' which  enables  them  to  offer  lenders  a  far  better  price  for 
the  loans  than  almost  anyone  else.  The  Home  Loan  Banks  have  ex- 
ploited every  tax  funding  and  capital  advantage  they  possess  by 
virtue  of  their  Congressional  charter." 

But  it  goes  on  to  explain  that  the  purchases  have  been  kept  in 
check  by  a  cap.  Now  that  cap  has  been  lifted.  And  here  is  the  down 
side — the  down  side  is  the  risk. 

The  risk  is,  according  to  the  article,  that  the  loan  is  never  on  the 
balance  sheet  of  the  lender,  which  means  that  all  of  the  interest 
rate  and  prepayment  risk  belongs  to  the  Federal  Home  Loan  Bank. 
Indirectly,  that  risk  belongs  to  the  taxpayer. 

The  banks  are  skimping  on  interest  rate  hedges  on  their  loans 
to  fatten  their  bottom  lines.  Each  bank  decides  how  much  risk  it 
wants  to  take.  Critics  say  the  banks  are  leaving  two-thirds  of  the 
loans  unhedged  on  the  assumption  that  they  will  be  paid  off  in  five 
to  ten  years,  and  they  don't  mark  their  portfolios  to  market.  That 
is  another  observation. 

So  the  risk  there  of  a  program  where  the  cap  has  been  lifted  is, 
in  my  view,  going  to  be  borne  by  the  taxpayers.  As  I  say,  in  this 
debate  this  issue  is  being  side-stepped,  in  my  view. 

One  of  the  questions  I  have  is,  as  we  talk  about  building  con- 
sensus, do  you  believe,  Mr.  Cronk  or  Mr.  Smith,  that  consensus  has 
been  reached  on  this  legislation?  And  do  you  support  moving  for- 
ward to  a  markup  of  this  legislation? 

Mr.  Cronk.  I  don't  think  we  can  support  moving  it  up  in  its 
present  form.  I  think  there  are  some  things  that  are  positive  about 
it.  I  think  it  needs  additional  work. 

When  you  relate  the  Federal  Home  Loan  Bank  Board,  it  is  dif- 
ficult for  us  to  relate  to  it,  because  their  activities  really  in  the 
home  mortgage  business  has  been  somewhat  limited,  and  Fannie 
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Mae  and  Freddie  Mac  have  really  been  the  stronghold  in  the  sec- 
ondary mortgage  market. 

But  in  its  present  form  we  would  have  difficulty  supporting  it  in 
a  markup;  however,  I  am  sure  there  are  good  parts  of  it  that 
maybe  we  can  find  a  way  to  support. 

Mr.  Smith.  No,  I  don't  believe  there  is  consensus,  and  we  do  not 
believe  that  it  should  move  to  markup.  We  believe  that  it  should 
move  to  additional  dialogue  for  constructive  dialogue  and  discus- 
sions on  all  facets  of  the  bill  where  we  can  cooperate  and  hopefully 
be  able  to  add  to  the  debate,  but  at  this  point  shortcutting  that  and 
going  straight  to  markup  I  don't  think  would  serve  either  the  pur- 
pose of  the  bill  or  the  housing  community  in  America. 

Mr.  ROYCE.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  Baker.  Thank  you  very  much,  Mr.  Royce. 

To  respond  briefly  to  the  comments  concerning  the  Federal  Home 
Loan  Bank  System,  it  is  not  off  the  radar  screen.  Some  merely 
have  suggested  that  the  turmoil  I  created  last  year  in  that  arena 
might  need  to  subside  before  more  turmoil  is  created,  but  I  share 
your  views  with  regard  to  appropriate  regulatory  oversight,  miti- 
gating taxpayer  exposure,  and  absolutely  commit  to  be  responsive 
to  those  concerns. 

Mr.  Cronk,  you  indicated  that,  in  response  to  a  question  from 
Ms.  Biggert,  that  the  Southern  California  Realtors'  problem  had 
been  resolved? 

Mr.  Cronk.  No.  I  said  that  we  are  having  dialogue  now  and  we 
feel  confident  that  we  will  resolve  it. 

Chairman  Baker.  Well,  just  for  the  record,  these  are  unsolicited. 
I  would  like  to  give  you  copies  of  the  Southern  California  Realtors 
letters  we  have  gotten  over  the  past  few  days  since  they  finally 
found  our  subcommittee.  They  appear  to  have  a  slightly  differing 
view  on  the  matter. 

Mr.  Smith,  I  believe  you  said  that  there  might  be  some  ele- 
ments— or  maybe  it  was  Mr.  Cronk,  as  well — there  were  some  ele- 
ments of  the  bill  you  might  be  able  to  support.  Could  you  illu- 
minate the  subcommittee?  What  is  it  that  you  found  in  the  mark 
that  is  something  worthy  of  support?  I  missed  that  in  your  testi- 
mony. Is  it  the  line  "Baker-Kanjorski"? 

[Laughter.] 

Mr.  Smith.  As  I  have  stated  before,  the  objective  of  going  toward 
a  single  regulator,  creating  greater  efficiencies  in  the  system  is  to 
be  applauded,  and  we  do  support  that. 

Chairman  Baker.  Do  you  have  a  suggested  regulator? 

Mr.  Smith.  No,  I  do  not  have  a  suggestion.  That  was  part  of  the 
dialogue  at  this  time,  because  we  haven't  been  asked  if  there  is  a 
different  regulator  other  than  what  has  been  suggested  in  the  bill. 
We  think  that  the  regulator  format  that  is  suggested  in  the  bill  is 
cumbersome  and  overlapping  in  many  agencies  and  probably 
wouldn't  serve  the  process  best,  but  we  would  like  to  engage  in  the 
dialogue  of  that  and  come  back  to  you  with  our  suggestions. 

Chairman  Baker.  Let  me  suggest,  if  you  could,  Mr.  Cronk,  Mr. 
Smith,  before  we  reconvene  in  September,  if  you  could  give  me  your 
written  recommendations  it  would  be  most  helpful.  Today  I  under- 
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stand  your  criticisms  very  thoroughly,  but  sometimes  Ught  is  more 
important  than  thunder,  if  you  know  what  I  mean. 

Mr.  Cronk. 

Mr.  Cronk.  Thank  you,  and  I  appreciate  that,  and  we  most  defi- 
nitely will.  We  do  believe  in  a  strong,  independent  regulator,  and, 
you  know,  privatizing  Fannie  Mae  gives  us  cold  chills.  We  don't 
want  that  to  happen,  because  we  think  the  success  today  is  because 
you  guys  created  them  and  they  are  what  they  are. 

So  a  strong  independent  regulator,  we  would  be  more  than  happy 
to  work  with  you  on  that.  We  don't  think  that  the  methodology  that 
is  developed  in  the  bill  right  now  is  one  that  will  work,  because  we 
do  want  them  to  allow  them  to  be  efficient  and  creative  and  create 
that  stability  in  the  marketplace. 

Chairman  Baker.  With  regard  to  one  other  point  in  your  testi- 
mony, you  indicated  grave  concern  what  the  market  would  appear 
like  if  there  were  no  GSEs  in  existence,  so  let  me  make  it  clear  for 
the  record.  I  have  not  even  said  the  word  "private"  much  less  "pri- 
vatization." This  is  about  seeking  to  mitigate  systemic  risk  poten- 
tial. 

The  construct  of  the  regulatory  panel  is  based  upon  discussions 
with  regulators.  It  is  a  logical  place  to  go  if  you  are  trying  to  build 
a  model  to  ask  people  who  do  it.  However,  having  said  that,  noth- 
ing in  this  bill  is  in  concrete  and  final  form.  The  purpose  of  the 
hearings  is  to  receive  constructive  recommendations  about  how  to 
improve  it.  I  would  note  for  the  record  we  have  not  received  those 
helpful  comments  from  the  GSEs  yet,  either. 

With  regard  to  the  debate  on  the  CEA  reauthorization  yesterday, 
Mr.  Kanjorski  makes  a  very  good  point.  The  markets  are  moving 
rather  rapidly.  For  example,  Mr.  Kanjorski,  just  last  month  there 
was  a  new  futures  product  created  on  the  Fannie  and  Freddie  ten- 
year  note.  Under  the  rule  as  it  currently  is  constructed,  since  they 
are  on  exchange  traded  securities,  they  will  be  regulated  by  the 
CFTC.  Just  for  the  record,  I  make  a  point,  our  regulatory  structure 
is  not  adequately  prepared  to  deal  with  the  diversity  of  these  GSEs 
and  their  scope  of  business  enterprise.  I  think  it  highly  important 
that  this  subcommittee,  in  our  consideration  of  that  issue  in  the 
coming  days,  discuss  the  consequences  of  the  current  regulatory 
structure  on  the  development  of  financial  product. 

Let  me  not  be  remiss  in  saying  to  Mr.  Bartlett,  Mr.  Sumner,  and 
Mr.  Bochnowski  I  have  somewhat  been  focused  on  the  other  par- 
ticipants' remarks.  I  do  appreciate  your  constructive  criticisms  of 
the  bill  and  would  like  to  point  out  the  line  of  credit  question  has 
been  subject  to  some  discussion.  I  would  like  to  get  your  concept 
about  this  proposal. 

Currently  Freddie  Mac  engages  a  rating  agency  annually  and 
makes  the  determination  based  upon  that  rating  whether  or  not 
employees  should  receive  bonuses.  I  found  that  interesting. 

I  have  also  discussed  with  Mr.  Rains  the  idea  of  a  conditional 
line  of  credit  being  available,  the  idea  being  we  want  to  backstop 
before  credit  quality  erodes  from  AA,  AAA,  whatever  they  claim 
they  are  today — I  am  sure  it  is  wonderful — before  you  get  to  the 
taxpayers'  front  door — early  intervention  by  market  discipline,  to 
make  investors  market  utilizers  of  the  product  that  there  is  poten- 
tially a  problem.  That  is  it. 
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Now,  what  I  suggested  was,  subsequent  to  an  annual  rating — 
and  we  set  a  floor,  and  if  you  fall  below  that  the  Treasury  ability 
to  buy  securities  is  suspended  until  you  return  your  credit  quality 
to  an  appropriate  level,  far  before  insolvency. 

This  is  very  similar  in  concept  to  what  we  do  with  the  early 
intervention  statute  now  for  national  banks. 

Do  you  still  have  the  same  feelings  about  that  approach  to  a  line 
of  credit?  I  would  be  happy  to  hear  anybody  who  wants  to  talk 
about  it. 

Mr.  Bartlett.  Congressman,  we  didn't  take  a  position  in  the  for- 
mal testimony  on  the  $2.5  billion  direct  line  with  the  Treasury.  We 
would  support  its  removal  at  the  appropriate  time,  but  we  didn't 
take  a  position,  because — and  I  only  say  it  now  because  it  is  prob- 
ably the  least-important  of  all  the  things  here.  The  $2.5  billion  line 
is  a  trip-wire  against  $3  trillion  of  mortgage-backed  securities,  so 
if  you  ever  get  to  that  line  then  you  are  going  to  go  way  over  it, 
so  it  is  only  a  trip-wire. 

I  think  that  your  proposal  in  this  bill  of  the  sole  regulator  but 
also  of  the  two  rating  agencies  is  a  far  better  trip-wire,  at  which 
point  the  line — we  don't  believe  that  the  line  of  credit  is  needed 
today.  It  helps  to  strengthen  that  implicit  guarantee,  and  I  think 
that  is  what  Congress  wants  to  get  away  from,  so  in  that  sense 

Chairman  Baker.  Even  the  GSEs  have  admitted  it  is  a  mar- 
keting tool. 

Mr.  Bartlett.  It  is  part  of  the  implicit  guarantee.  I  think  Con- 
gress probably  wants  to  get  away  from  the  implicit  guarantee,  so 
removing  it  would  help  you  in  that.  But  it  is  not  important.  If  you 
have  to  use  that  credit,  then  the  party  is  over.  Using  these  two  rat- 
ing agencies  is  a  far  better  way  to  do  it  and  would  make  a  line  of 
credit  totally  irrelevant. 

Chairman  BAKER.  Any  other  comment? 

Mr.  Sumner.  My  concern  with  the  concept  of  a  trip-wire  would 
be  to  look  at  the  banking  side  and  draw  an  analogy  to  how  they 
are  regulated  and  the  CAMEL  ratings  that  banks  have,  and  if  a 
bank  has  a  poor  rating  then  that  has  regulatory  consequences. 

I  think  a  process  such  as  that  would  make  a  lot  of  sense,  as  op- 
posed to  maybe  something  that  the  market  may,  in  fact,  discount 
right  out  of  the  box  by  knowing  that,  in  a  worst-case  scenario  or 
in  a  bad  case  scenario,  that  that  line  would  not  be  there,  and  there- 
fore it  would  be  tantamount  to  a  revocation  of  that  line  when,  in 
fact,  that  really  wasn't  what  was  intended. 

Chairman  Baker.  That  is  something  else  we  have  looked  at  is  a 
regulatory  requirement  to  have  something  similar  in  concept  to  a 
CAMELS  rating,  so  when  you  move  to  a  two  to  a  three  bells  and 
whistles  start  going  off. 

I  am  just  looking  for  a  solution  to  the  problem,  and  if  anybody 
has  got  one  I  would  be  happy  to  hear  it. 

Mr.  BOCHNOWSKI.  I  think  our  concern — it  is  worthy  of  study  and 
we  would  be  happy  to  work  with  you  on  it,  Mr.  Chairman,  but  our 
concern  is  that,  in  difficult  times  if  the  line  of  credit  is  pulled  then 
that  might  create  the  very  disruptions  that  we  are  trying  to  avoid. 

Chairman  BAKER.  But  a  $2.5  billion  line  of  credit  is  absolutely 
nothing.  Foreign  central  banks  hold  $68  billion  of  this  security. 
What  are  we  thinking? 
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Mr.  BOCHNOWSKI.  I  would  agree  with  you. 

Chairman  Baker.  Anybody  else  have  a  comment?  I  am  a  bit  over 
my  time,  but  does  anybody  else  wish  to  make  a  comment  on  that? 

Mr.  BOCHNOWSKI.  Both  agencies  have  probably  issued  $2.5  bil- 
lion while  you  were  asking  this  question. 

Chairman  Baker.  About  a  week.  It  is  not  even  a  week's  worth 
of  trading. 

Mr.  Kanjorski. 

Mr.  Kanjorski.  Mr.  Chairman,  let  me  try  and  reconstruct  where 
we  are,  as  I  talked  about  in  my  opening  statement,  and  where  we 
are  going. 

First  of  all,  and  to  use  a  phrase  that  is  very  common  in  the  polit- 
ical structure  today,  I  think  you  have  a  good  heart  and  in  your 
heart  you  want  to  do  good. 

Chairman  Baker.  Oh,  I  needed  that  more  than  you  know.  Thank 
you,  Paul. 

[Laughter.] 

Mr.  Kanjorski.  And  I  would  like  to  compliment  the  panel.  I 
think  this  has  probably  been  one  of  the  most  productive  panels  in- 
sofar as  they  have  not  come  with  an  extreme  personal  interest  here 
to  defend  or  attack  the  secondary  market.  I  think  that  is  very  help- 
ful. 

I  think  we  have  a  common  understanding  here  that  we  all  would 
like  to  look  at  the  best  type  of  regulation  and  what  the  strength 
of  the  regulator  has  to  be  to  make  sure  that  in  good  times  we  an- 
ticipate what  could  happen  if  the  economy  turns  sour  and  we  need 
support  systems. 

I  would  like  to  voice  some  of  my  opinions  on  these  issues.  The 
line  of  credit  is  not  a  huge  factor,  but  it  is  a  signal  to  the  market- 
place. It  is  dangerous,  extremely  dangerous  to  tinker  with  it  and 
send  a  message  out  there  to  the  marketplace  that  we  do  not  have 
to  send.  But  I  just  want  to  call  everybody's  attention  to  the  peso 
default  in  Mexico  a  number  of  years  ago  and  the  need  for  fast 
intervention.  Some  of  us  in  Congress,  including  myself,  questioned 
whether  the  way  the  intervention  was  made  and  the  tools  that 
were  used  were  proper,  and  whether  it  should  have  been  taken. 

I  think  that  we  had  a  consensus  that  Congress  was  incapable  of 
acting  at  that  point  in  the  emergency.  What  would  have  happened 
if  prevention  and  support  systems  were  not  taken  by  the  Federal 
Reserve,  the  Treasury  Department  and  other  elements  of  the 
United  States  Grovernment  to  support  the  peso  and  straighten  out 
the  Mexican  disaster?  I  think  that  is  what  that  line  of  credit  does. 
It  gives  you  the  assurance  that  when  everything  else  is  gone  you 
can  still  keep  things  afloat  to  have  time  to  put  a  response  together. 
I  do  not  know  that  we  want  to  send  a  message  that  we  are  going 
to  strangle  that  potential.  I  do  not  know  why  it  is  healthy  to  do 
that.  Certainly  $2.25  billion  is  not  a  big  risk  to  the  Federal  Treas- 
ury if  it  were  put  to  good  use,  or  if  it  were  spent  unwisely.  That 
is  not  going  to  be  our  problem. 

I  guess  this  panel  has  been  informative  to  me,  anjrway,  and  Mr. 
Baker  and  I  have  been  discussing  now  over  a  matter  of  months  this 
whole  idea. 
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The  expertise  on  these  questions  does  not  reside  on  this  side  of 
the  bar.  I  will  be  the  first  to  admit  that.  Sometimes  the  people  in 
the  financial  world  and  the  complicated  transactions  they  engage 
in  absolutely  mystify  me.  But  I  think  we  probably  have  to  look  fur- 
ther and  this  is  a  good  time  to  look  further. 

Mr.  Sumner,  you  mentioned  that  you  have  a  task  force  or  a 
working  group  put  together.  That  is  admirable.  That  is  very  helpful 
to  us.  I  am  just  wondering  whether  or  not  we  should  encourage  a 
little  further  down  that  path,  either  in  a  formal  or  informal  meth- 
od, of  using  that  as  a  basis  as  the  beginning  of  a  roundtable. 

We  have  not  seen  the  attack  process  on  this  panel  today  as  we 
have  seen  on  other  panels.  There  are  some  people  that  really  want 
to  vent  against  these  entities,  and  I  understand  that.  But,  it  is  not 
very  fruitful  to  us.  Whereas  if  we  were  to  put  ourselves  in  a  room 
and  have  some  honest  dialogue  about  what  is  necessary,  we  could 
go  far  by  finding  out  why  some  institutions  think  we  should  not  go 
there  or  why  they  need  some  flexibility  or  discretion.  I  think,  Mr. 
Chairman,  in  our  discussion  going  over  the  vote  we  both  admitted 
it  would  be  very  helpful.  This  may  be  an  opportunity  to  take  Sep- 
tember, October,  November,  and  January  to  talk  about  these  issues 
and  to  have  task  forces  come  back  with  what  should  that  regulator 
look  like,  how  would  we  expect  that  regulator  to  act,  and  what  kind 
of  discretionary  authority  the  regulator  should  have. 

You  and  I  probably  agree  on  keeping  Government  regulators  as 
far  out  of  the  private  market  and  products  as  possible.  If  we  try 
and  define  OSEs  too  tightly,  we  are  going  to  strain  the  securities 
market  in  real  estate.  I  think  that  would  be  an  unintended  con- 
sequence of  gigantic  negative  proportions  to  the  American  economy. 

I  understand  where  the  opposition  is  coming  from  and  they  have 
a  right  to  say,  "Hey,  we  want  to  know  where  the  goalposts  are  and 
where  the  in-  and  out-of-bounds  lines  are."  We  have  an  opportunity 
to  structure  a  regulator  that  can  have  discretionary  authority  to 
approach  that  issue  for  the  protection  of  safety  and  soundness  and 
for  maintaining  a  fair  and  level  playing  field,  which  we  all  want 
to  have.  But  I  do  not  think  we  can  do  it  from  just  this  side  of  the 
table.  I  think  we  have  to  get  into  the  industries.  We  need  to  make 
sure  that  we  listen  to  the  testimony  of  people  who  are  out  there 
every  day  that  are  causing  this  great  economy  to  go  on  and  not  put 
a  poison  pill — an  unintended  poison  pill  out  there  in  a  piece  of  leg- 
islation or  even  the  fainting  of  a  poison  pill.  That  could  be  very  dis- 
ruptive to  the  market. 

So  again,  Mr.  Chairman 

Chairman  Baker.  Let  me  follow  on  to  your  remarks,  Mr.  Kan- 
jorski. 

Mr.  Kanjorski.  Sure. 

Chairman  Baker.  First,  for  your  kind  comment,  but  second  I 
would  suggest  we  proceed  accordingly:  let's  formally  ask  all  the 
participants  here  today — this  is  July  20th — to  have  for  our  mutual 
subcommittee  Members'  benefit  by  August  20,  during  the  recess,  a 
report  back  to  this  subcommittee  on  each  element  of  H.R.  3703, 
where  you  have  differences  suggest  alternative  recommendations, 
whatever  they  might  be.  The  world  is  wide  open.  If  you  want  to 
write  back  and  say  "Everything  is  just  ducky,  do  not  touch  it,"  that 
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is  fine,  too,  but  let's  have  a  formal  response  fi-om  each  of  the  pro- 
gram participants. 

And  I  would  like  to  include  in  this  request,  Mr.  Kanjorski,  as  I 
think  as  a  measure  of  good  faith,  Fannie  Mae  and  Freddie  Mac  and 
the  Home  Loan  Bank.  I  am  sure  there  is  somebody  in  this  audience 
that  might  have  an  interest  in  those  organizations  who  could  relay 
this  message,  if  they  are  not  directly  available.  Have  all  of  them 
and  then  I  will  commit  to  you  that,  upon  our  return  in  September, 
we  will  engage  in  a  small  meeting,  a  policy  discussion  of  the  rec- 
ommendations that  are  formulated  and  sent  back  to  us.  I  have  no 
objection  to  a  real  policy  discussion  on  the  issues  and  doing  it  in 
a  manner  which  I  think  might  be  productive. 

Please  respond. 

Mr.  Kanjorski.  My  response  would  be  that  I  think  we  have 
heard  several  people  comment  that  perhaps  what  is  included  in 
H.R.  3703  is  enough  to  be  in  three  bills.  Maybe  we  ought  to  take 
it  out  of  the  context  of  the  bill,  itself,  and  break  it  into  the  issues. 

I  think  we  are  going  to  come  to  a  relatively  good  conclusion  on 
the  regulator. 

Chairman  Baker.  I  just  say  use  that  as  a  framework.  If  you 
want  to  deviate  from  it,  deviate  from  it. 

Mr.  Kanjorski.  If  we  could  break  those  issues  out  and  have 
them  address  those  issues  so  that  if  we  see  no  convergence  of  good 
feeling  on  any  parts  we  can  just  lay  those  aside,  because  they  are 
just  going  to  take  too  long.  But  we  may  find  that  we  have  some 
consensus  in  the  regulatory  area  that  we  could  really  work  on  and 
get  some  productivity  out  of  it. 

Second,  I  am  struggling  with  the  problem.  I  have  called  for  the 
roundtable  discussions  and  I  am  struggling  with  the  idea  of  "Star 
Chambers."  I  think  daylight  on  a  public  issue  of  this  proportion  is 
important,  yet  I  know  it  has  impact  on  the  market  when  people  can 
hear  it,  but  I  think  we  have  to  do  it  in  the  nature  of  a  roundtable. 

I  know  it  is  easier  in  Government  to  operate  without  the  press 
and  the  public  available,  but  it  is  their  legislation,  it  is  not  ours. 

Chairman  Baker.  What  I  am  not  suggesting  is  a  cloakroom  get- 
together  late  one  evening.  What  I  am  talking  about  is  a  thorough 
reading  of  everyone's  interest.  This  is  an  open  invitation,  anybody 
in  the  office.  If  you  are  with  Krispy  Kreme  and  you  have  got  an 
opinion,  fine,  send  it.  We  want  anybody  who  wants  to  comment  get 
it  to  us  by  August  20th.  We  will  review  it  carefully,  privately.  We 
will  convene  some  sort  of  mechanism  to  then  discuss  what  is  con- 
tained in  the  information. 

I  think  we  ought  to  have  a  working  meeting  to  enable  Members 
to  ask  real  questions  and  then  have  a  public  meeting. 

Mr.  Kanjorski.  I  agree.  Let  me  do  this.  Let  us  make  it  August 
30th,  because  that  gives  us  another  week  for  us  to  review  these  re- 
sponses, and  we  are  certainly  not  going  to  have  a  hearing  before 
September  15th. 

Mr.  Bentsen.  Will  my  wise  colleague  from  Pennsylvania  3deld? 

Mr.  Kanjorski.  All  the  time. 

Chairman  Baker.  Your  slow  partner  from  Louisiana  will  get  in 
here,  too. 

Mr.  Bentsen.  I  suggest  we  have  two  additional  minutes.  I  just 
want  to  make  three  comments. 
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First  of  all,  in  your  last  comment,  I  would  certainly  hope  that  the 
Chairman  and  the  Ranking  Member  would  not  mean  that  the 
panel  would  reconvene  either  on  August  20th  or  August  30th. 

Second  of  all,  for  the  benefit  of  our  constituency  out  here,  second 
of  all,  I  would  hope  that  my  colleague  from  Pennsylvania,  when 
talking  about  the  Mexican  peso  default,  was  not  in  any  way  infer- 
ring that  this  panel  might  look  at  the  exchange  stabilization  fund 
as  a  potential  line  of  credit  for  the  GSEs. 

[Laughter.] 

Mr.  Bentsen.  Third,  I  just  want  to  remind  my  fellow  Texan  and 
dear  friend,  Mr.  Bartlett,  with  respect  to  the  line  of  credit  and  the 
fact  that  it  may  be  small,  I  want  to  remind  him  of  the  many  discus- 
sions we  had  with  Chairman  Greenspan  on  the  question  of  oper- 
ating subsidies  versus  a  holding  company  model  and  the  idea  of  an 
explicit  versus  implicit  subsidy.  Of  course,  Mr.  Greenspan  believes 
there  are  subsidies  throughout  the  economy,  and,  while  the  $2.25 
billion  line  of  credit  may  seem  small,  it  does,  in  fact,  I  think,  pro- 
vide quite  a — the  market  interprets  it  as  quite  an  implicit  guar- 
antee and  subsidy,  and  I  think,  based  upon  the  hearing  that  we 
had,  the  initial  hearing  we  had  with  Assistant  Secretary  of  Treas- 
ury Gensler,  that  we  saw  some  market  reaction,  some  not-nominal 
market  reaction,  because  of  comments  regarding  the  line  of  credit. 

So  I  think,  from  this  Member's  view,  I  think  it  is  a  bigger  item 
than  that,  and  we  certainly  should  look  at  it,  but  I  do  not  think 
we  should  dismiss  it  out  of  hand  based  upon  its  size.  I  think  it  has 
much  more  leverage  to  its  dollar  amount. 

I  thank  the  gentleman  for  yielding. 

Chairman  Baker.  Certainly. 

Mr.  Maloney. 

Mr.  Maloney.  No  questions. 

Chairman  BAKER.  Mrs.  Jones. 

Mrs.  Jones.  I  would  like  to  apologize  to  the  panel.  I  was  here 
and  then  I  had  to  go  testify  before  the  Judiciary  Committee,  and 
I  thought  I  would  be  five  minutes  and  ended  up  being  an  hour-and- 
a-half.  Maybe  it  was  because  I  was  interesting  or  something.  I  am 
not  sure  what  caused  the  questioning  to  be  so  long. 

I  would  have  liked  to  have  asked  you  a  number  of  questions.  Un- 
fortunately, time  will  not  allow  it.  But  what  I  would  say  is  I  am 
very  much  a  supporter  of  GSEs,  and  I  think  it  is  very  important 
that  we  understand  the  impact  that  they  have  had  in  the  housing 
market  in  our  country,  and  when  something  is  wrong  I  suggest 
that  we — I  mean,  when  you  have  a  dilemma  about  an  agency  or  a 
department  or  whatever,  you  do  not  blow  it  up  and  then  try  and 
fix  it. 

I  am  pleased  to  hear  that  Mr.  Kanjorski,  who  was  here,  heard 
that  this  was  one  of  the  panels  where  people  were  reasonable  and 
reasoned  and  had  basis  in  fact  for  the  statements  that  they  made. 

I  look  forward  to  the  roundtable.  I  hope  that  somebody  else  will 
not  ask  me  to  testify,  that  I  will  have  an  opportunity  to  be  here. 

But,  seeing  how  I  do  have  five  minutes,  I  want  to  plant  some- 
thing else  on  each  of  your  laps  as  we  are  talking  about  housing  in 
our  communities,  that  is  the  whole  issue  of  predatory  lending.  I 
know  you  are  not  here  to  discuss  that  today,  but  it  is  a  significant 
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issue  that  is  draining  the  wealth  of  low-income  and  minority  com- 
munities across  this  country,  and  because  you  are  in  a  position  to 
be  heard  and  to  talk  about  issues  and  to  have  an  impact  on  what 
happens  in  the  financial  community,  I  would  ask  you  to  do  what 
you  can  to  see  that  we  relieve  ourselves,  even  if  we  never  get  a 
piece  of  legislation  passed.  Morally  it  is  appropriate  that  those  of 
us  that  have  the  opportunity  to  be  in  this  area  need  to  do  some- 
thing about  predatory  lending. 

I  yield  back  the  balance  of  my  time. 

Chairman  Baker.  Mrs.  Jones,  I  also  made  earlier  comment  on 
that  subject  in  another  hearing  and  share  your  view  and  have  no 
reluctance  to  bring  that  matter  into  discussions  of  this  issue. 

Mr.  Mascara. 

Mr.  Mascara.  Thank  you  Chairman  Baker  and  Ranking  Member 
Kanjorski  for  providing  a  continued  examination  into  the  role  that 
the  GSEs  play  in  the  housing  market. 

As  I  have  stated  in  previous  hearings,  I  am  very  appreciative  of 
the  contributions  that  Fannie  Mae  and  Freddie  Mac  and  the  Fed- 
eral Home  Loan  Bank  System  have  made  in  providing  liquidity  in 
the  mortgage  market. 

We  are  enjoying  record  rates  of  home  ownership  nationwide  be- 
cause of  increased  opportunities  and  lower  cost  to  home  buyers. 

I  have  reviewed  some  of  the  testimony  provided  by  our  panelists 
today,  and  I  am  curious  about  the  many  concerns  expressed  about 
mission  creep. 

First,  some  of  you — Mr.  Bochnowski  and  Mr.  Bartlett,  in  par- 
ticular— have  argued  that  the  home  equity  loans  now  being  offered 
by  Fannie  Mae  and  Freddie  Mac  exceed  their  mission;  yet,  they 
have  been  offering  these  loans  since  its  inception. 

What  has  changed  in  the  marketplace  that  has  prompted  your 
opposition  to  this  activity?  And  what  remedies  do  you  recommend? 

Mr.  Bartlett.  Congressman,  I  appreciate  the  question  because, 
in  fact,  the  home  equity  loan  market  has  changed  dramatically  in 
the  marketplace.  I  was  in  your  seat,  or  at  least  on  this  panel,  in 
the  early  1980's  when  the  Secondary  Mortgage  Market  Act  was 
written,  which  included  second  mortgages. 

At  that  point.  Congressman,  I  have  to  say  that  second  mortgages 
were  sort  of  well  understood  by  those  involved  in  drafting  the  legis- 
lation to  assist  someone  to  buy  a  home,  a  down  payment,  the  extra 
5  percent  to  make  a  down  pa3rment  or  that  kind  of  thing,  perhaps 
some  repairs. 

The  home  equity  market  today  is  a  whole  different  animal.  It  has 
little  to  do,  if  anything,  with  home  or  with  home  ownership.  It  has 
a  lot  to  do  with  other  good  things — college  loans,  debt  consolida- 
tion, credit  card  loans — Fannie  Mae  at  one  point  considered  issuing 
credit  cards  tied  to  a  universal  account  with  home  equity  loans — 
new  kitchens,  other  kinds  of  very  good  things.  But  those  other 
things  should  not  contain  the  Federal  implicit  guarantee. 

I  agree  with  the  Congressman  from  Texas,  Mr.  Bentsen,  when  he 
said  that  that  implicit  guarantee  is  quite  large  and  quite  signifi- 
cant and  it  is  quite  powerful.  It  should  not  be  used  for  other  things 
other  than  home  ownership. 

So  what  has  changed  is  that  back  then  the  second  mortgage  was 
a  creature  of  home  ownership  and  now  it  is  not. 
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Mr.  Mascara.  Ostensibly,  then,  those  second  mortgages  were  for 
remodeling  of  homes  and  other  things  other  than  bujdng  boats  and 
financing 

Mr.  Bartlett.  At  least  at  the  time  that  we  wrote  the  legislation. 
Of  course,  it  is  all  mixed  up  and  used  for  a  lot  of  things,  but  by 
and  large  those  were  second  mortgages  and  not  what  we  now  think 
of  as  the  1-800  call  for  a  home  equity  loan,  which  is  a  new  market, 
good  market,  but  should  not  have  an  implicit  guarantee. 

Mr.  BoCHNOWSKl.  Congressman,  the  home  equity  lines  are  open- 
ended  lines,  and  I  would  agree  that  what  we  are  seeing  is  that  this 
is  financing  of  something  other  than  housing  finance,  other  than 
the  purpose  of  getting  into  a  home.  The  very  fact  that  we  are  deal- 
ing with  a  second  loan  suggests  that  the  borrower  is  already  in  the 
home. 

Mr.  Mascara.  My  second  question  I  have  pertains  to  the  GSE 
sales  of  foreclosed  properties.  Mr.  Bartlett,  I  am  particularly  inter- 
ested in  your  testimony  in  which  you  refer  to  a  Freddie  Mac  store 
at  a  strip  mall  at  which  consumers  may  apply  and  pre-qualify  for 
a  loan,  visit  homes  with  their  Freddie  Mac  counselor,  have  the 
home  inspected,  then  purchase  and  close  on  the  home. 

Is  this  part  of  a  joint  venture,  or  is  this  exclusively  a  Freddie 
Mac  operation?  Is  this  loan  origination? 

Mr.  Bartlett.  Congressman,  I  do  not  believe  it  is  loan  origina- 
tion. I  do  not  believe  that  loan  origination  is  being  offered  by 
Freddie  and  Fannie.  That  is  explicitly  prohibited. 

What  this  is  is  a  home  buying  or  sales  and  service  without  limi- 
tation. And  we  do  not  know  where  it  is  going.  Most  large  national 
corporations  do  not  put  up  one  storefront  except  as  a  pilot  program 
to  go  somewhere  else. 

I  will  be  happy  to  make  available  to  you  the  advertising  informa- 
tion. What  the  advertising  information  says  is  it  is  a  congression- 
ally-chartered  United  States  corporation,  Home  Steps;  it  is  a  real 
estate  sales  unit  of  Freddie  Mac;  it  then  says  "Most  home  pur- 
chases require  visiting  several  locations  in  different  parts  of  town, 
a  real  estate  office,  a  lending  institution,  an  escrow  company.  At 
Home  Steps,  each  of  those  things  happen  at  our  location." 

It  goes  on  to  say,  'Tou  can  preview  all  the  homes" — all  the 
homes,  not  Freddie  Mac  homes — "in  your  price  range  and  their  fea- 
tures." 

It  is  an  example  of  a  clear  expansion  of  the  mission  beyond  pro- 
viding liquidity  in  the  secondary  .mortgage  market. 

Mr.  Mascara.  I  have  run  out  of  time,  but  I  just  wanted  to  state 
how  dismayed  I  was  and  surprised  to  hear,  after  attending  other 
subcommittee  meetings  about  even  the  question  of  the  solvency  of 
Freddie  Mac  and  Fannie  Mae.  Is  there  something  changed  since 
earlier  this  year  when  they  stated  unequivocally  that  they  were  in 
good  financial  shape,  in  fact  made  it  through  the  1980's  and  were 
a  lot  more  solvent  than  some  of  the  banks  that  were  loaning  the 
money? 

Chairman  BAKER.  Would  the  gentleman  yield? 

Mr.  Mascara.  Yes. 

Chairman  Baker.  I  think  something  has  changed.  They  were  in- 
solvent from  1979  to  1984  and  now  they  are  not.  I  think  that  is 
the  big  change.  And  we  do  not  want  to  have  that  occur  again. 
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Mr.  Mascara.  But  they  are  not  solvent? 

Chairman  BAKER.  Let  me  restate  it.  From  1979  to  1984,  for  a 
five-year  period,  Fannie  Mae  was  insolvent.  There  was  forbearance 
of  income  taxes  due,  there  was  regulatory  forbearance,  and  they 
were  allowed  to  grow  their  way  out  of  the  problem.  No  other  sav- 
ings and  loan  in  the  country  had  that  opportunity. 

My  point  is  that  they  are  well  managed,  well  run,  well  financed. 
Heck,  they  had  a  24  percent  rate  of  return  on  equity.  No  corpora- 
tion matches  that.  They  are  highly  profitable.  We  just  do  not  want 
to  have  a  return  of  the  prior  unfortunate  circumstance  without  ade- 
quate regulatory  oversight,  which  we  do  not  have,  in  my  humble 
opinion. 

Mrs.  Jones.  Mr.  Chairman,  if  you  would  just  allow  me  two  min- 
utes, I  would  ask  unanimous  consent  for  two  minutes  just  to  bring 
up  the  same  issue,  to  follow  on  the  same  issue  as  my  colleague. 

Chairman  Baker.  Go  for  it. 

Mrs.  Jones.  I  want  to  reference  each  of  you  who  raised  the  issue 
of  mission  creep  with  regard  to  Fannie  Mae  and  Freddie  Mac  to 
their  charters,  specifically  Section  302. B. 3,  which  says,  "The  cor- 
poration is  authorized  to  purchase,  service,  sell,  lend  on  the  secu- 
rity of,  or  otherwise  deal  in  loans  or  advances  of  credit  for  the  pur- 
chase and  installation  of  home  improvements." 

It  also,  in  Section  302. B. 5. a  of  the  charter,  says,  "It  is  authorized 
to  purchase,  service,  sell,  lend  on  the  security  of,  or  otherwise  deal 
in:  one,  conventional  mortgages  that  are  secured  by  a  subordinate 
lien  against  a  one-to-one  for  a  family  residence  that  is  the  principal 
residence  of  the  mortgager." 

And,  as  we  talk  about  mission  creep,  it  would  just  be  good  to  go 
back  to  the  charter.  I  think  that  these  two  sections  specifically 
show  that  you  can — Fannie  Mae  and  Freddie  Mac  are  authorized 
by  charter  to  do  home  improvement  loans. 

Mr.  Bartlett.  Congresswoman,  if  I  could  respond  briefly. 

Mrs.  Jones.  Please. 

Mr.  Bartlett.  Freddie  and  Fannie  can  make  good  legal  or  statu- 
tory arguments  based  on  the  statute,  and  they  do  make  these  argu- 
ments that  each  of  their  expansion  of  their  activities  is  allowed  by 
statute.  Our  response  is  two-fold.  First  of  all,  we  ought  to  give  the 
sole  regulator,  OFHEO,  a  clear  and  uncomplicated  way  to  review 
that  and  to  have  that  process  so  it  is  examined. 

But  second,  and  I  think  more  importantly,  is  conceptually,  Con- 
gresswoman, when  you  see  ads  in  the  paper  that  advertise — I  be- 
lieve from  Ohio,  actually:  "Jennifer  Crook  was  able  to  buy  a  new 
home  because  of  Fannie  Mae."  Well,  that  is  good,  although  she  ac- 
tually got  the  loan  from  a  lender  and  then  Fannie  Mae  bought  the 
mortgage,  but  whatever  it  was,  that  was  good,  but  that  is  not  what 
you  just  described  in  those  other  sections  of  the  mission. 

So  I  think  this  subcommittee  and  Congress  should  reexamine  the 
mission  and  determine  whether,  in  fact,  we  want  home  equity 
loans,  debt  consolidation,  new  kitchens,  and  all  of  those  other 
things  included  in  the  implicit  guarantee. 

I  do  not  believe  most  Members  of  Congress  and  most  members 
of  the  public  can  see  that  that  is  what  they  are  after,  but  that  is 
what  is  happening. 
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Mrs.  Jones.  I  look  forward  to  the  roundtable  discussion  with  you. 
We  can  further  discuss  it.  Thank  you. 

Chairman  BAKER.  I  just  want  to  wrap  up,  if  I  may. 

First,  let  me  thank  all  the  panelists  and  make  a  couple  of  obser- 
vations. 

One,  I  would  encourage  those  who  have  not  been  to 
www.homesteps.com  look  at  what  is  offered  there.  You  can  upgrade 
your  carpet,  your  vinyl  flooring.  You  can  get  a  deal  with  Whirlpool 
Appliances.  As  a  matter  of  fact,  you  might  want  to  look  under  the 
asset  management  home  page  part  of  this,  Mrs.  Jones.  Under  the 
asset  management  part  they  even  offer  eviction  services,  which  is 
kind  of  neat  for  somebody  facilitating  home  ownership. 

I  just  think  there  is  a  lot  more  than  mission  creep.  I  would  call 
it  "lurch." 

And  the  closing  line  on  one  home  page  is  "Coming  soon,  window 
shades."  You  know,  I  do  not  want  to  get  off  on  that. 

Congressman  Hoekstra,  subcommittee  Chair  of  the  Budget  Com- 
mittee, has  announced  hearings  next  week  in  the  Budget  Com- 
mittee on  related  subjects  relative  to  GSEs.  I  want  to  make  it  clear 
to  Members  that  that  will  be  occurring. 

I  am  not  sure  I  have  got  your  date  right,  Mr.  Kanjorski,  but  I 
would  like  to  have  an  August  20th  submission  date  from  partici- 
pants back  to  us  to  give  us  time  to  review  the  material  before  we 
return.  Was  that 

Mr.  Kanjorski.  I  just  thought  that  was  short. 

Mrs.  Jones.  I  think  so,  too. 

Chairman  Baker.  OK.  August  30.  We  will  give  them  ten  more 
days.  No  excuse  for  anybody  not  making  the  deadline. 

Number  four,  just  an  announcement.  During  the  August  recess — 
the  Members  may  be  aware  that  I  asked  Chairman  Greenspan  cer- 
tain questions  about  GSE  performance.  He  responded  with  an  indi- 
cation that  it  should  be  reevaluated  in  light  of  the  $10  billion  sub- 
sidy distorting  the  market.  I  will  engage  in  a  discussion  with  him 
over  the  recess  to  seek  his  counsel  as  to  the  best  mechanism  to  pro- 
hibit that  distortion  from  being  a  market  factor.  We  will  have  a 
roundtable  after  receiving  documents.  We  will  have  additional 
hearings  when  we  return  in  September. 

Everybody  have  a  nice  summer.  See  you  soon. 

[Whereupon,  at  12:32  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement 

Chairman  Richard  H.  Baker 

Hearing  on  H.R.  3703 

The  Subcommittee  meets  today  for  the  third  in  a  series  of  hearings  on  strengthening  regulation  and 
promoting  market  discipHne  of  the  housing  GSEs.  Hearings  will  continue  this  summer  to  ensure  that 
every  point  of  view  is  heard  before  the  Subcommittee  considers  H.R.  3703,  the  "Housing  Finance 
Regulatory  Improvement  Act." 

So  far  we  have  heard  from  ~  in  testimony  before  this  Subcommittee  or  in  written  comments  —  the 
Treasury  Department,  Federal  Reserve,  housing  GSE  regulators  and  representatives  from  Fannie  Mae, 
Freddie  Mac  and  the  Federal  Home  Loan  Bank.  Today,  we  will  hear  from  two  panels  representing 
consumer  and  taxpayer  interests.  There  is  a  great  deal  of  talk  about  the  effects  of  H.R.  3703  on  the  GSEs 
and  their  private  sector  competitors.  It  is  important  as  well  that  we  explore  and  understand  the  effects  on 
the  people  not  directly  involved  in  the  mortgage  finance  business. 

The  aim  of  this  bill  is  to  shield  taxpayers  from  the  potential  risk  the  housing  GSEs  pose.  I  believe 
improved  oversight  of  the  GSEs  will  lead  to  more  accurate  market  judgments,  thereby  ensuring  a 
firewall  between  the  GSEs  and  taxpayers.  I  think  an  improved  oversight  structure  will  aid  consumers 
and  lead  to  increased  homeownership  and  more  importantly  contribute  to  more  housing  in  minority  and 
low  and  moderate  income  sectors. 

I  look  forward  to  the  concerns  that  will  be  addressed  here  today  and  all  your  comments  on  the  bill. 

It  II li  tl  It  It  II  II  It 
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HEARING  ON  H.R.  3703, 
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THURSDAY,  JUNE  15,  2000 


Mr  Chairman,  thank  you  for  the  opportunity  to  speak  before  we  begin  our  third  hearing  on 
H.R  3703,  the  Housing  Finance  Regulatory  Improvement  Act.  At  our  last  hearings  in  March  and 
May  on  this  legislation,  we  heard  from  the  present  regulators  for  the  housing  government-sponsored 
enterprises  or  GSEs,  the  U.S.  Department  of  the  Treasury,  and  the  GSEs  affected  by  this  bill. 

During  my  opening  remarks  at  those  hearings,  I  noted  that  we  should  move  forward 
cautiously  in  considering  this  bill  so  as  to  ensure  that  we  maintain  the  delicate  balance  that  has  led 
to  67  percent  of  U.S.  families  owning  their  homes.  I  want  to  reiterate  that  viewpoint  today.  As  we 
proceed  in  future  weeks  and  months,  we  must  renew  our  efforts  to  ensure  that  we  do  not 
accidentally  raise  homeownership  costs.  Although  some  have  suggested  that  we  should  mark  up 
H.R.  3703  later  this  year,  from  my  perspective  we  should  not  move  precipitously  and  attempt  to 
legislate  in  the  106*  Congress  on  this  complex  and  important  set  of  policy  issues.  We  should, 
however,  continue  to  use  H.R.  3703  as  a  focus  for  our  Subcommittee's  oversight  activities. 

In  order  for  our  oversight  to  be  effective,  instructive,  and  objective  we  must  ensure  that  our 
hearings  are  well  crafted.  Comprehensive  hearings  will  help  us  to  methodically  debate  the  costs 
and  benefits  of  H.R.  3703  and  allow  us  to  examine  more  thoroughly  the  many  public  policy  issues 
related  to  the  mission  compliance  achievement  and  safety  and  soundness  regulation  of  Fannie  Mae, 
Freddie  Mac,  and  the  Federal  Home  Loan  Banks. 

During  my  opening  remarks  at  our  last  two  hearings,  I  have  suggested  that  we  convene  a 
public  roundtable  discussion  with  representatives  from  all  of  the  interested  parties  I  still  believe 
that  this  forum  is  the  most  appropriate  way  for  us  to  consider  these  issues.  A  roundtable  would 
promote  a  free,  fair,  and  vigorous  deliberation  by  forcing  the  participants  to  challenge  each  other's 
assumptions  and  assertions  in  an  open  environment.  It  would  also  provide  us  with  greater  insights 
than  testimony  that  has  been  vetted  and  sterilized  through  the  clearance  process  A  roundtable 
would  further  allow  us  to  more  fully  educate  Members  of  our  Subcommittee  about  the  substantive 
issues  involved  in  this  debate  and  the  real  effects  that  this  bill  would  have  on  our  complex  and 
successful  housing  finance  system  I  remain  hopeful  that  as  we  proceed  in  the  future  with  our 
oversight  of  the  GSEs  our  Subcommittee  will  host  a  roundtable  to  understand  more  completely  the 
need  for  and  implications  of  this  legislation. 

Absent  conducting  such  a  roundtable  today,  we  need  to  ensure  that  at  each  hearing  our 
witness  panels  are  balanced,  containing  a  multiplicity  of  interest  viewpoints  and  a  broad 
representation  of  individuals.  To  improve  the  quaUty  of  today's  proceedings,  I  would  therefore 
request  unanimous  consent  to  submit  for  the  record  a  number  of  letters  that  I  have  recently  received 
from  a  number  of  community  advocates  and  affordable  housing  groups. 

In  closing,  Mr.  Chairman,  I  look  forward  to  hearing  from  each  of  our  witnesses  today  As 
we  move  forward  with  our  oversight,  I  additionally  hope  that  we  will  not  only  make  a  greater  effort 
to  consult  with  one  another  about  the  structure  of,  witnesses  for,  and  content  of  fiiture  hearings,  but 
that  we  will  also  work  together  to  lower  homeownership  costs  for  all  Americans. 
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LETTERS  EXPRESSING  CONCERN  ABOUT  H.R.  3703 

FROM  COMMUNITY  ADVOCATES  AND 

AFFORDABLE  HOUSING  GROUPS 

National  Housing  Groups 

•  AFL-CIO  Investment  Trust  -  Washington,  DC 

•  Association  of  Local  Housing  Rnance  Agencies  -  Washington,  DC 

•  National  Fair  Housing  Alliance  -  Washington,  DC 

•  National  Housing  Conference  -  Washington,  DC 

Community  Housing  Advocates 

A-HOUSE  Program  Alliance,  Inc.  -  Atlanta,  GA 

Asociacion  de  Puertorriquenos  en  Marcha,  Inc.  -  Philadelphia,  PA 

Bemal  Heights  Neighborhood  Center  -  San  Francisco,  CA 

Buffalo  Neighborhood  Housing  Services,  Inc.  -  Buffalo,  NY 

City  Vision  Ministries  -  Kansas  City,  KS 

Colorado  Rural  Housing  Development  Corporation  -  Westminster,  CO 

Community  Building  Group,  Ltd.  -  Washington,  DC 

Community  Development  Corporation  of  Long  Island,  Inc.  -  Centereach,  NY 

Consumer  Credit  Counseling  Service  of  Nebraska,  Inc.  -  Omaha,  NE 

Consumer  Credit  Counseling  Service  of  North  Central  Texas  -  McKinney,  TX 

Covenant  Glen  United  Methodist  Church  -  Missouri  City,  TX 

Druid  Heights  Community  Development  Corp.,  Inc.  -  Baltimore,  MD 

Greater  El  Paso  Housing  Development  Corporation  -  El  Paso,  TX 

Greater  Miami  Neighborhoods,  Inc.  -  Miami,  FL 

Home  Ownership  Center  -  Charlotte,  NC 

Housing  Authority  of  Salt  Lake  Oty  -  Salt  Lake  City,  LTT 

Jonah  Affordable  Housing  Organization  -  Jackson,  TN 

Jonathon  Daniels  Community  Development  Corporation  -  Selma,  AL 

Latino  Leadership  2000  -  Orlando,  FL 

Little  Haiti  Housing  Association,  Inc.  -  Miami,  FL 

Mid  City  Redevelopment  Alliance,  Inc.  -  Baton  Rouge,  LA 

Motor  City  Blight  Busters,  Inc.  -  Detroit,  MI 

Neighborhood  Rnance  Corporation  -  Des  Moines,  lA 

Neighborhood  Housing  Services  of  St.  Louis,  Inc.  -  St.  Louis,  MO 

New  London  Development  Corporation  -  New  London,  CT 

Opportunities,  Inc.  -  Watonga,  OK 

Opportunity  Village  -  Las  Vegas,  NV 

Project  for  Pride  In  Living,  Inc.  -  Minneapolis,  MN 

San  Antonio  Alternative  Housing  Corporation  -  San  Antonio,  TX 

South  Carolina  Coalition  of  Black  Church  Leaders,  Inc.  -  Columbia,  SC 
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Neighborhood 
Housing 
Services 

of  Si.  Louis,  Inc. 


improving 
and  prtierving 
housing  through 
pannenhips 
Math  nsidtnls, 
hulnesses,  and 
foyemment. 


41 36  Manchester  Avenue 
Sl  Louis,  MO 63110-3847 

Phone: 
314.533  0600 

Fuc 
314J33.0476 


June  14, 2000 


Tbe  Honorable  Paul  Kanjoisld 
2353  Raybura  House  OfSce  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjoiski: 

In  speaking  with  Clifton  D  Berry  of  Fannie  Mae's  Partnership  Office  in  St.  Louis  it 
has  come  to  my  attention  that  the  House  Banking  Subcommittee  on  Capital  Markets 
and  Government  Sponsored  Enterprises  will  be  holding  hearings  on  June  15  that 
involve  Fannie  Mae.  Mr.  Berry  has  also  told  me  that  your  office  in  particular  is 
interested  in  the  opinions  of  nonprofit  organizations  having  experience  in  working 
with  Fannie  Mae  and  Freddie  Mac. 

While  I  am  unable  to  attend  the  hearing  I  am  writing  to  express  my  view  that  Fannie 
Mae  is  doing  a  tremendous  job  of  responding  to  the  needs  of  the  people  of  the  St. 
Louis  community  through  their  targeted  initiatives.  They  have  made  considerable 
contributions  to  our  community  as  well  as  others  throughout  the  country  in  partnership 
with  various  Neighboiiiood  Housing  organizations.  These  contributions  include  grass 
roots  support  of  nonprofit  community  development  corporations  like  ours,  investing 
with  local  governments  to  forward  their  housing  agendas,  investing  in  low  income 
housing  tax  credits  to  address  the  housing  needs  of  low  income  renters,  taking  a 
leadership  role  in  homeownership  training  and  counseling  and  the  development  of 
lending  products  that  help  to  combat  predatory  lending  practices.  These  are  just  a  few 
examples.  Although  Freddie  Mac  does  not  have  an  office  in  St.  Louis,  you  should 
also  Imow  that  we  are  appreciative  of  their  role  in  a  mortgage  finance  system  fliat 
continues  to  deliver  great  benefits  to  our  community. 

As  your  Committee  examines  these  companies  and  their  role  in  the  mortgage  finance 
system,  1  can  only  hope  that  you  are  taking  a  long-term  view.  It  seems  to  me  that  the 
service  of  the  mortgage  finance  system  to  our  constituents  is  much  better  today  than  it 
was  several  years  ago,  owing  to  the  success  of  Faimie  Mae's  Trillion  Dollar 
Commitment.  We  are  also  encouraged  by  the  promise  of  the  American  Dream 
Commitment  recently  announced  by  Fannie  Mae. 

We  applaud  the  commitments  Fannie  Mae  and  Freddie  Mac  have  made  to  increase 
homeownership  rates  and  the  availabiUty  of  affordable  rental  housing.  We  think  that 
they  are  on  the  right  track  and  we  would  be  concerned  with  any  fundamental  change  in 
the  system  that  would  compromise  the  ability  of  these  firms  to  deliver  on  the  promise 
of  their  mission  to  the  people  we  serve. 

Sincerely, 


li^guAfa-       Y^cd^n^  imh 


CMAaTtalO  MIMHL 


Kate  Reese,  Executive  Director 
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NEwd^  London 


Development  Corporation 


June  14,  2000 


VIA  FACSIMILE  and  U.S.MAIL 
202-225-07$4 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.  S.  House  of  Representatives 
Washington.  DC  20515 

Dear  Representative  Kanjorski: 

I  am  w^riting  to  you  to  inform  you  on  some  of  the  things  we  are  doing  with  Fannie  Mae  in 
the  City  of  New  London,  Connecticut. 

New  London  is  lucky  enough  to  have  been  selected  as  one  of  Fannie  Mae's 
Neighborhood  Partnership  Initiative  communities.  I  work  every  day  with  members  of  the 
Fannie  Mae  staff,  and  the  exciting  and  difficult  housing  renovation  projects  we  have 
underway  would  not  have  t>een  possible  without  the  company's  support. 

Our  most  advanced  housing  project  is  the  rehabilitation  of  two  of  New  London's  largest 
historic  buildings  into  79  housing  units,  a  minimum  of  40%  of  which  will  be  affordable  to 
low-  and  moderate-inCome  rental  housing. 

We  are  also  developing  a  "homeownership  counseling'  program  in  conjunction  with 
Fannie  Mao  which  will  provide  New  London  residents  with  the  necessary  skills  to  move 
from  life-long  renters  to  first-time  homeowners. 

We  respectfully  hope  members  of  the  Subcommittee  on  Capital  Markets,  Securities  and 
Government  consider  the  full  realm  and  importance  of  Fannie  Mae's  involvement  - 
financing  and  staff  expertise  -  in  your  deliberations.  Fannie  Mae  has  responded  to  our 
community  of  need  and  it  has  meant  a  great  deal  to  us. 


Sincerely. 

Dcrtrion  Hemmerdinger       ^ 
Director  of  Real  Estate  Development 


t6S  iTATt  STItIT  •  SUIT!  31)  •  P.O.  Bo>  ]04>  •  Nl«  LoHDON,  CT  06)]0 


Pkoni.  ■60.447-1011  •  Faxi  t60-447-3l)3  •  kltpi//ww«.aldi.ot| 


173 


Nelghbortiood  Finance 
Corporation" 


1912  sixth  Avanua 
Das  Moines,  lA  S0314 


Tolaphonai  S15-2464M10 
F«XI  01S-246-O112 


June  14, 2000 


Representative  Kanjorski 
2353  Raybiim  House  Office  Building 
U.S.  House  of  Represenlalivcs 
Washington,  DC  20515 

Dear  Representative  Kanjorski; 

I  understand  that  hearings  are  being  held  on  Thursday,  June  15  before  the 
House  Banking  Subcommittee  on  Capital  Maikets  and  Government 
Sponsored  Enterprises,  on  the  Housing  Finance  Regulatory  Improvement 
Act.  I  am  writing  to  you  because  I  think  it  is  important  that  tlie 
Subcommittee  consider  the  views  of  those  iii  the  housing  industry  that  work 
to  expand  afTordablc  housing  opportunities.  Fannie  Mac  and  Freddie  Mac 
work  in  numerous  communities  across  the  country  to  ensure  tliat  all  people 
are  given  affordable  rental  and  homeownership  opportunities  and  I  feci  that 
it  is  important  to  recognize  their  contributions. 

Neighboriiood  Finance  Corporation  (NFC)  is  a  tax-exempt  501(c)  3 
nonprofit  affordable  housing  lender  established  in  1990  to  address  the 
growing  deterioration  in  Dcs  Moines  Iowa's  low-  to  moderate-income 
central  city  neighborhoods  and  the  related  decline  in  homeownership  rates. 
Since  we  began  lending,  NFC  has  originated  over  $66.5  million  in  home 
purchase  and  rehabilitation  loans  and  forgivable  loans.  With  an  average 
annual  default  rate  of  less  than  1%,  NFC  has  played  a  crucial  role  in 
demonstrating  the  market  viability  of  central  city  neighborhoods  to  our 
partners,  including  local  banks,  insurance  companies,  and  Fannie  Mae. 

Fannie  Mac  is  working  with  NFC  to  make  an  important  contribution  to 
affordable  housing  efforts  in  Dcs  Moines.  For  six  years  they  have 
purchased  low  down  payment  acquisition  rehab  loans  from  us.  Wc  have 
sold  Fannie  Mac  over  $15  million  in  loans  during  this  time.  Being  able  to 
sell  loans  to  Fannie  Mae  has  enhanced  our  ability  to  revitalize 
neighborhoods  in  Dcs  Moines.  Last  year  we  worked  witli  them  to  add  a  1  % 
down  payment  from  the  borrower  option  to  the  loans  we  sell  them.  This 
very  low  down  payment  option  has  opened  up  homeownership  to  more 
families  in  Dcs  Moines.  This  year  Fannie  Mac  worked  with  NFC  and  the 
state  finance  agency  to  allow  NFC  to  participate  in  the  Iowa's  first  time 
homebuycr  program  with  our  rehab  loans.  This  has  enabled  us  to  offer  a 
7.25%  interest  rate  to  our  central  city  borrowers.  In  a  few  short  weeks  this 
has  made  a  big  impact.  Nine  of  our  twelve  cunent  applications  for  home 
purchase/rehab  loans  arc  using  the  7.25%  Iowa's  Ilrst  time  homebuycr 
program.  Most  of  these  families  would  not  have  other  wise  been  able  to 
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afford  home  ownership.    Please  understand  Uiat  our  customer  base  is  65%  low  income  and  25% 
minority  (compared  to  Iowa's  statewide  3%  minority  population). 

We  count  on  Fannie  Mae's  commitment  to  work  witli  us  to  extend  homeownership  as  part  of  our 
neighborhood  cfTorts  and  wc  strongly  discourage  Members  of  Congress  from  doing  anything  that 
would  negatively  impact  the  cost  of  homeownership  in  tliis  country.  Any  increased  fees,  taxes, 
or  additional  regulatory  burden  will  only  have  the  effect  of  increasing  the  cost  of  home 
ownership  lo  the  lowest  income  families  in  America.  This  means  that  more  families  will  not  be 
able  to  attain  the  American  dream. 

Thank  you  for  your  support. 
Sincerely; 


Gary  Dodge 
Executive  Director 

Cc:  Senator  Tom  Harkin 
Senator  Charles  Grasslcy 
Representative  Greg  Ganske 
Representative  James  Leach 
Representative  .Tim  Nussle 
Representative  Leonard  Boswcll 
Representative  Tom  Latham 
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CHAIRMAN 
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VICE  Chairman 

Albert  e  Mack 
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JUN  19  2000 


The  Honorable  Paul  Kanjorski 
Member  of  Congress 
2353  Raybum  House  Office  Building 
Washington,  DC  205 15 

June  14,  2000 

Dear  Congressman  Kanjorski: 

I  have  read  with  interest  recent  allegations  that  Fannie  Mae  is  not  doing  enough 
for  minority  populations  and  urban  areas.  A  variety  of  groups,  from  HUD 
officials  to  large  financial  companies,  have  made  these  allegations.  I  want  you  to 
know  that  nothing  in  my  experience  of  working  with  Fannie  Mae  over  the  past 
three  years  supports  any  of  these  charges.  In  fact,  just  the  opposite  is  true.  Fannie 
Mae  is  one  of  the  few  private  companies  that  have  gone  out  of  its  way  to  support 
neighborhood  redevelopment  and  minority  homeownership  in  Detroit. 

According  to  recent  news  stories,  Fannie  Mae  has  invested  over  $560  million  in 
Detroit,  helping  thousands  of  families  become  first  time  homebuyers.  According 
to  the  Detroit  Free  Press,  over  72  percent  of  their  loans  served  minority  families, 
and  a  map  of  these  loans  prepared  by  the  Free  Press  showed  that  they  are  located 
in  nearly  every  neighborhood  in  the  city.  But  these  numbers  only  tell  part  of  the 
story.  Whenever  we  have  needed  help,  whether  it  was  a  grant  application,  event 
sponsorship,  technical  assistance,  or  simply  time  to  listen  to  our  problems  and 
help  us  come  up  with  soiulions  we  ma>  not  have  considered.  Far.nx  Mae  has 
been  there. 

Motor  City  Blight  Busters,  Inc.  was  founded  in  1988  with  the  mission  and  goal  to 
stop  the  spread  of  blight  in  the  city  and  to  help  stabilize  and  revitalize  Detroit's 
neighborhoods.  For  over  a  decade,  Blightbusters  has  built  a  volunteer  base  of 
more  than  10,000  and  has  completed  thousands  of  clean-ups,  beautification  and 
renovation  projects.  Blightbusters  has  been  instrumental  in  putting  together  a 
coalition  of  partners  who  cooperate  on  projects  throughout  the  City  of  Detroit. 
Using  properties  acquired  through  private  donations,  Wayne  County,  and  the  City 
of  Detroit,  Blightbusters  works  in  conjunction  with  its  coalition  of  partners  and  its 
army,  of  volunteers  to  make  homeownership  available  for  low-  and  moderate- 
income  fetniUes.  .".'.' 


P.O.  Box  1  9654    DETROIT,  Michigan  482  1  9 

OFnCE.  (3 1  3)  255-4355    Fax  (3 1  3)  255-6056 

http://www.ddc.com/blightbusters 
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Fannie  Mae's  Detroit  Partnership  Office  has  led  the  company's  involvement  in 
our  neighborhoods.  However,  I  don't  want  you  to  assume  that  a  few  community 
outreach  staff  have  done  all  of  the  work.  Over  the  past  three  years,  I  have  hosted 
Fannie  Mae  officials  from  Chicago  and  Washington,  and  Fannie  Mae's  past  and 
current  chairmen,  Jim  Johnson  and  Frank  Raines,  have  personally  toured  our 
neighborhoods. 

Given  this  tremendous  involvement  in  making  our  cities  work,  I  would  hope  that 
your  committee  would  look  into  why  some  insist  on  running  down  the  good 
works  of  this  company.  What  do  they  have  to  gain  from  harming  Fannie  Mae?  I 
would  be  interested  to  know  this,  since  our  neighborhoods  and  our  community 
have  much  to  lose  should  they  prevail. 


Sincerely, 


John  ueetge,  tVesident 
Motor  City  Blight  Busters 
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Little  Haiti  Housing  Association,  Inc. 

"Bailding  Homes,  Building  Lives,  Building  Conununity" 


June  14,  2000 

Dear  Reppescntotive  Kanjorski: 

I  am  writing  to  request  that  the  House  Banking  Subcommittee  on  Capital 
Markets  and  Sovernment  Sponsored  Enterprises  take  into  consideration  the 
views  of  those  in  the  housing  industry  that  work  to  expand  affordable 
housing  opportunities. 

tittle  Haiti  Housing  Association  has  worked  closely  with  Fannie  Mae  in  South 
Florida  to  tackle  the  hard  issues  regarding  mortgage  finance  for  new 
immigrants  in  very  low-  and  low-income  communities.  An  example  of  this 
partnership  is  the  creation  of  the  Neighborhood  Infill  Stabilization  Program 
(NISP). 

Most  low-income  neighborhoods  contain  vacant  lots,  and  abandoned  or 
sustained  housing  units  which  contribute  to  neighborhood  decline  by 
deflating  property  values,  and  contributing  to  trash  dumping  and  crime.  The 
percentage  of  families  in  low-income  communities  who  own  their  own  home  is 
often  low  in  comparison  to  renters,  thus  reducing  \ot\g  term  stability  and 
resident  involvement  for  community  development.  In  an  economically 
depressed  neighborhood,  the  appraised  value  of  the  single  family  housing 
stock  is  generally  below  the  cost  of  providing  new  housing  and  rehabilitating 
existing  housing  to  current  code  conditions.    This  makes  the  production  of 
new  quality  housing  units  economically  viable  and  continues  to  promote 
property  values  that  do  not  reflect  the  true  cost  of  providing  affordable 
housing.  NISP  addresses  these  issues  and  promote  the  rcvitalization  of 
these  low-income  communities. 

I  respectfully  request  that  the  efforts  of  this  organization  be  recognized  in 
the  committee's  records  on  behalf  of  community  development  corporations  in 
South  Florida 


^r:::^ 


lecutive  Director 

181  NE82iKlSiTeei,  21x1  Floor  Mlunl.  Florida  33138 
Telephone:  (305)  759-2542   F«:  (305)  754-9200 
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LATINO  LEADERSHIP  2000 


June  13,  2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  represent  a  community-based  organization  with  special  interest  in  issues  affecting  the 
Hispanic  population  of  Central  Florida  I  understand  that  on  Thursday,  June  15,  2000, 
hearings  will  be  held  before  the  House  Banking  Subcommittee  on  Capital  Markets  and 
Government  Sponsored  Enterprises,  on  the  Housing  Finance  Regulatory  Improvement 
Act.  Therefore,  I  would  like  the  subcommittee  to  consider  the  views  of  local  housing  and 
community  based  organizations  that  work  to  expand  affordable  housing  opportunities  for 
minorities  and  lower  income  persons. 

Fannie  Mae  has  been  very  supportive  to  our  organization.  Recently,  they  helped  us 
sponsor  a  community  fair  in  a  highly  populated  minority  neighborhood.  More  than  2,000 
persons  attended  this  community  fair.  Fannie  Mae  also  sponsored  the  pubUcation  of  a 
community  services  directory   Furthermore,  the  Fannie  Mae  Orlando  Partnership  Office 
sponsored  and  organized  the  first  Hispanic  Housing  Industry  Roundtable  in  Osceola 
County   We  are  presently  working  with  Fannie  Mae  in  reaching  out  to  the  Hispanic 
conmjunity  and  other  minority  and  uilderserved  populations  with  education,  information 
and  other  resources  needed  to  bring  homeownership  opportunities  to  underserved 
populations 

We  appreciate  the  opportunity  to  share  with  you  some  of  Fannie  Mae's  contributions  and 
our  personal  experience  with  the  Oriando  Partnership  Office. 


Sincere] 


Latino 
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June  14, 2000  ^ 

TTm:  Hon.  Ridwd  Baker  MBDCITY 

United  Sates  House  of  Kepresentaaves  j. 

US.  House  of  Representadra  ^J 

434  Cannon  House  Office  Bldg.  | 

Washington,  DC  20S 15  ^  xcsev^ 

^^B     AL1JM4CC 

VIA  PAXTOt  n02i  22J.731S  MM 

Dear  Congressman  Baker 

Please  allow  us  to  share  some  infocmadon  with  you  about  the  relationship  Mid  Gtjr  Redevelopment 
Alliance  has  enjoyed  with  Fannie  Mac  and  the  Fannie  Mae  Foundation  since  1996.  As  the  first  not 
foe  profit  otg^nization  created  in  Baton  Rouge  to  address  the  social  and  economic  needs  of  the 
nnid-oty  r^on,  a  comostone  of  our  work  has  been  to  expand  home  ownership  opportunities 
among  low  and  moderate-income  families. 

To  liiat  end,  we  have  garnered  significant  support  firom  local  lenders,  national  foundations  and  your 
ofRce  as  we  work  tt>ward  educating  (amilies  about  the  basics  of  home  ownership  through  our  First 
Time  Home  Buyers  Educational  Seminars.  As  you  know,  over  1 ,650  families  have  graduated  from 
this  coutsc  since  1991  and  nearly  50%  have  gone  on  to  purchase  home — somediing  that  has 
strengthened  the  civic  Gabric  of  our  endrc  community. 

Among  our  titany  partners  has  been  the  Fannie  Mae  Foundation.  Over  the  past  four  years,  the 
Foundation  has  contributed  Jl  0,000  per  year  to  allow  us  to  provide  home  buyer  education  services 
at  no  cost  to  eligible  clients.  Currently,  we  have  a  pending  request  of  SSO,000  before  the  Fannie  Mae 
Foundation  for  the  creation  of  a  full-service  Home  Ownership  Center.  The  Home  Ownership 
Center,  the  first  of  its  kind  in  Baton  Rouge,  will  offer  a  wide-range  of  comprehensive  services  to 
lower-income  families  at  no  cost.  This  vital  community  resource  wiO  offer  budget  and  savings 
counseling  pre  and  post-purchase  counseling  first  time  home  buyer  education,  home  repair  and 
maintenance  training  and  consumer  education  on  a  variety  of  topics  pertaining  to  home  ownership. 
The  creation  of  a  comprehensive  Home  Owneahip  Center  is  very  important  to  teaching  all  those 
families  here  in  East  Baton  Rouge  Parish  who  wish  to  achieve  the  American  Dream  of  home 
ownership. 

From  our  founding  we  have  endeavored  to  work  very  hard  with  a  wide  range  of  diverse  partners 
for  the  single  goal  of  creating  a  more  sound  and  healdiy  community. 


Thank  you  for  allowing  us  to  share  this  information  with  you.  Both  you,  Fannie  Mac  and  the 
Fannie  Mae  Foundation  have  been  invaluable  partners  in  our  work  to  create  a  safe  and  ^  ,._  „. 

\  ^   ,         ,.  419  North  lath  SlT' 

vibrant  center  city  here  in  Baton  Rouee.  For  the  sake  of  the  clients  we  serve,  we  are  Baton  hol 

hopeful  this  rdationship  will  continue  in  the  years  ahead. 


»rely. 


(225)3<6-K 
FAX  (22S)  344-61 


.^•^^^^^^  Mil 


Perry  J.  Franklin 

Executive  Director 

NCd  City  Redevelopment  Alliance,  Inc 

cc  The  Honorable  Rep.  Paul  Kanjoctki 

Fanaie  Mae  Partnership  Office,  New  Orleans 
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JONAH  AFFORDABLE 
HOUSING  ORGANIZATION 

212  Tonyard  Street 

PO  Box  7444 

Jacksoo,  Tcnoessoe  38302-7444 

(901)  427-0817      FAX:  (901)  427-0944 


June  14, 2000 

The  Honorable  Paul  Kanjorsld 
2353  Rayburo  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorsld: 

Jonah  Afibrdablo  Housing  Oiganization  (JAHO)  is  a  non-profit  Community 
Honsing  Development  Organization  (CHDO)  organized  in  1995  to  addreu  Ae 
need  for  affordable  Housing  for  low-income  families  in  Rural  West  Tramessee. 
A  CHDO  is  a  community  housing  organization  coiiqx>sed  of  low-income 
residents  or  roprosentatives  of  die  community  it  serves. 

I  understand  that  your  subcommittee  on  Capital  Markets  and  Govenunent 
Sponsored  Enterprises  will  hold  hearings  tomorrow  on  the  Housing 
Finance  Regulatory  im{M'0vement  Act  I  am  writing  to  you  because  I  think 
it  is  important  that  ^  subcommittee  considers  the  views  of  du)se  on  the 
front  line  in  the  battle  for  increased  affordable  housing  opportunities. 

The  clientele  we  serve  in  West  Tennessee  have  an  average  income  below 
80%  of  $38,500.  $38,500  is  the  higher  Area  Medium  Income  of  the  aU  the 
counties  we  serve.  In  Madison  and  Haywood  County  Fannie  Mae  in 
particular  has  been  actively  involved  in  affordable  housing  and  has  taken  a 
real  interest  in  small  neigfaboiiiood  based  organizations  such  as  ours. 
Fannie  Mae  has  been  pro-active  and  willing  to  work  to  help  us  leverage  the 
resources  we  have.  They  have  been  willing  to  step  in  when  many  others 
have  not 

As  you  take  testimony  on  the  impact  the  government-sponsored  entities 
have  on  our  system  of  housing  finance,  I  hope  that  you  will  take  into 
account  die  real  worid  experience  of  community  non-profits  ttich  as  ours. 


Sincerel 


3nd 
Executive  Director 


Providing  S«fb  and  AfEanlablo  Hoiuiiw 
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Buiiding  Commtmitiafrom  tht 
Inside  Out 


THE  JONATHAN  DANIELS  COMMUNITY 
DEVELOPMENT  CORPORATION 

P.O.  Box  IStS  .  Sclna,  Alilanu  S670i .  »M  R72-KS5  .  SM  Klt-StiA  tmx 
EmaU:  joTJdodc^bdlMjuih.ncc 


Bmmw40fDincl^t 


A^Trnxft, 


Or.  fWniwiB 


June  14*^,  2000 

The  Honorable  Paul  Kaojonld 
2353  Rayborn  House  Office  Building 
U.S.  House  of  Representative 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  understand  that  hearings  are  being  held  oo  Thursday,  June  IS  before  the  House 
Wanking  Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises, 
on  the  Housing  Finance  Regulatory  Improvement  Act 

I  am  Executive  Director  of  the  Jonatlian  Daniels  Community  Developnttnt 
Corporation  in  Setma,  AL  The  JDCDC  is  dedicated  to  expandfaig  homeownenhip 
opportunities  and  developing  initiatives  that  will  improve  the  life  of  all  people  that 
live  in  the  Alabama  Black  Belt  I  am  writing  to  yon  because  I  think  it  is  important 
that  the  Subcommittee  consider  the  views  of  those  in  the  bousing  industry  tbat  work 
to  expand  affordable  boosing  opportunities.  Fannie  Mae  and  Freddie  Mac  make 
enormous  contributions  to  affordable  housing  initiativca. 

In  particular,  Fannie  Mae  has  provided  critical  seed  money  to  help  the  Jonathan 
Daniels  CDC  get  established,  including  funds  that  permitted  CDC  leadership  to 
attend  an  edncatioo  retreat  and  fimds  to  purchase  computer  equipment  Fannie  Mae 
also  sponsored  a  housing  forum  of  key  housing  leaders,  and  sponsored  a 
homeownership  event  to  provide  greater  awareness  of  homeownenhip  opportnnitits. 
In  addition,  Fannie  Mae  has  provided  the  JDCDC  software — its  Desktop  Home 
Counselor — that  facilitates  housing  counseling  by  the  JDCDC.  Working  with  its 
lender  partnera  here  in  Sclma,  Fannie  Mae  is  also  helping  expand  the  availability  of 
mortgage  credit  for  resMents  of  the  Bbck  Belt 

I  wanted  to  make  sure  that  the  Subcommittee  recognize  the  contributions  of  the 
GSE's  to  affordable  bousing. 


Joyce  M.  Keadrick 
Executive  Director 
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^  HomeOiDTiership  Center 

J^^^^M^  an  Education  and  Counseling  Service 


June  14,  2000 


The  Honorable  Paul  KajOJorski 
2353  Rayburn  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  KanjorsJd: 

I  am  concerned  that  the  House  Banking  Subcommittee  on  Capital  Markets  and 
Goveraracnt  Sponsored  Enteqjrises,  at  their  hearing  on  Thursday,  June  15,  on  the 
Housing  Finance  Regulatory  Improvement  Act,  will  not  have  the  input  of 
housing  industry  professionals  who  work  to  expand  affordable  housing 
opportunities.  You  should  be  aware  that  Fannie  Mae  and  Freddie  Mac  make 
enormous  contributions  in  affordable  housing. 

The  HomeOwner^hip  Center  has  been  able  to  expand  credit  education  in  North 
Carolina  in  large  measure  due  to  financial  and  other  support  from  Faimie  Mae 
Thousands  of  students  in  the  Charlotte-Mecklenburg,  Gaston  County  and  Harnett 
County  school  systems  are  able  to  receive  financial  literacy  training  using 
textbooks  provided  by  the  HomeOwnership  Center,  in  part  though  funding 
received  fiiom  Fannie  Mac.  This  education  will  prepare  the  students  to  use  credit 
responsibly.  In  other  words,  the  students  will  be  equipped  to  be  good  renters  and 
homeowners 

It  is  important  that  you  know  how  the  GSEs  are  helping  in  the  communities  they 
serve.  Thank  you  for  your  help  in  making  this  known 


Sincerely, 

Vivian  Puryear 
Executive  Director 


1300  Baxter  Stxeet  4  Suite  260  ^  CharlottB,  NC  aS204 
704-343-0543  ♦  Pax  704-376-8709 
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June  14,  2000 


The  Honorable  Paul  Kanjorskl 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  D.C.  20515  .     "'      .    " 

Via  Facsimile:  202-225-0764 

Dear  Representative  Kanjorski: 

I  feel  if  s  very  Important  for  the  Capital  Markets  and  Government  Sponsored 
Enterprises  Sutjcomrhittee  to  know  all  of  the  great  things  Fannie  Mae  is  doing  in 
our  community,  f  hope  that  you  consider  this  Information  during  your  hearing  on 
June  15  to  discuss  the  Housing  Finance  Regulatory  Improvement  Act.  Several 
of  the  provisions  in  this  bill  would  hinder  the  work  we  do  with  Fannie  Mae. 

Fannie  Mae  has  been  actively  involved  in  our  community  developing  programs  to 
lower  mortgage  costs  for  our  consumers.  We  have  Implemented  several 
successful  partnerships  with  Fannie  Mae  and  local  lenders  to  provide  affordable 
housing  for  low  and  moderate  Income -Utahns.  We  have  other  projects  in  various 
stages  of  development  that  could  possibly  be  jeopardized  should  the  Baker  Bill 
l>e  passed  in  ifs  current  form. 

As  the  bill  is  currently  drafted,  it  would  subject  any  further  partnerships  or 
innovative  loan  products  we  develop  with  Fannie  Mae  to  a  burdensome  and 
unwieldy  regulatory  framework  which  ultimately  impacts  those  families  we  are 
trying  to  assist.  I  urge  the  members  of  the  Committee  to  move  cautiously  as  they 
consider  this  legislation. 

I  look  forward  to  many  years  of  partnering  with  Fannie  Mae  to  provkie  affordable 
housing  in  Utah.  I  appreciate  your  help  and  support  in  continuing  to  keep  Fannie 
Mae  a  user  friendly  agency  to  those  of  us  who  depend  on  their  services  to 
provide  housing  in  our  communities. 


Eqiul  HomUiy  Oppoftwtiy 


Sincerely, 


:::^^c^>cy 


riyHffici 
FnnancB^anager 


1^ 
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GREATER  MIAMI  NEIGHBORHOODS,  INC. 

Generatmg  Affordable  Housing 


June  14,  2000 


The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

Dear  Representative  Kanjorski: 

We  vs^ould  appreciate  the  opportxmity  to  express  our  view  in  light  of  the  hearing  that  will  be 
held  on  Thursday,  June  15  before  the  House  Banking  Subcommittee  on  Capital  Markets  and 
Govenunent  Sponsored  Enterprises,  on  the  Housing  finance  Regulatory  Improvement  Act  We 
think  it  is  important  that  the  Subcommittee  consider  the  views  of  those  in  the  housing  industry 
that  work  to  expand  affordable  housing  opportunities. 

Greater  Miami  Neighborhoods  (GMN)  is  a  not-for-profit  orgaiuzation  incorporated  in  May 
1985,  operates  as  a  public  and  private  partnership  to  provide  affordable  housing  opportunities 
for  very  low-income  individuals  and  families  throughout  the  State  of  Florida.  Since  its 
inception,  GMN  has  worked  in  partnership  with  more  than  25  local,  community  based 
nonprofit  organizatior\s  to  develop  more  than  5,000  affordable  housing  units,  vzdued  in  excess 
of  $300  million. 

Fanrue  Mae's  contribution  to  this  community  in  the  area  of  affordable  housing  has  been 
enormous.  Fannie  Mae  works  closely  with  GMN  to  provide  affordable  housing  opportunities 
to  very  low-  arui  low-income  families.  We  are  currently  working  with  Fannie  Mae  to  support 
the  Congressional  Welfare-to-work  marulate.  Fannie  Mae  has  created  a  mortgage  finance 
program  to  assist  former  welfare  and  public  assistance  recipients  and  very-low  income 
individuals  move  from  renting  to  homeownership  as  a  result  of  their  now  stable  employment. 
GMN  will  work  closely  vv^th  Fanrue  Mae  to  provide  outreach  to  this  targeted  community. 

We  hope  that  you  will  ensure  that  the  subcommittee's  hearing  record  make  note  of  the 
invaluable  contributions  made  by  Farmie  Mae. 


Sincerely, 


Agustin  Domir\gue 
President 


300  N.W.  12TH  AVENUE,  MIAMI,  FLORIDA  33 128 

♦  PHONE  (305)  324-5505 

♦  FAX  (305)  324-5506 
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GREATER 
EL  PASO 
CHAMBER  OF 
COMMERCE 
SINCE  1899 


June  13,  2000 

The  Honorable  Paul  Kanjoreki 
2353  Rayburn  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Via  Facsimile:  202-225-0764 

Dear  Representative  Kanjorski: 

I  am  writing  to  you  to  express  my  support  for  Fannie  Mae  and  Freddie  Mac.  I 
realize  that  the  Government  Sponsored  Enterprises  Subcommittee  of  the  House 
Banking  Committee  is  holding  a  hearing  on  Thursday,  June  15.  The  Greater  El 
Paso  Housing  Development  Corporation  has  worked  very  closely  with  Fannie 
Mae  over  the  past  several  years  to  create  more  opportunities  for  homeowners. 

Fannie  Mae  has  been  instrumental  in  supporting  our  endeavors,  such  as  the  first 
Parade  of  Affordable  Homes  that  we  will  host  together  this  weekend.  In  addition, 
Fannie  Mae  has  assisted  us  in  the  development  of  a  mortgage  product  that  was 
used  to  make  over  50  low-income  El  Pasoans  first-time  homebuyers.  Most 
recently,  Fannie  Mae  has  been  extremely  involved  with  us  in  the  Ei  Paso 
Downtown  Partnership,  an  effort  to  revitalize  and  bring  new  homeownership 
opportunities  to  Downtown  El  Paso.  Fannie  Mae  was  also  a  key  partner  in  the 
development  of  an  affordable  housing  week  in  El  Paso  several  years  ago. 

Please  understand  that  Fannie  Mae  is  a  vital  partner  in  this  community,  and  we 
look  forward  to  working  with  them  in  the  future. 

Thanks  for  your  help  with  this  matter. 

Sincerely, 


oiiiuciBiy,      / 


Demetrio  Jimenez 

Greater  El  Paso  Housing  Development  Corporation 


Teo  Civic  C«nt*r  Plaza.  El  Pmo.  TX  77901  •  9lS  S34-0SOO  •  Fax  9I5-S34-05I3  •  www.alpaso.erg 
Celcbraiing  Our  S*cond  Cancury  Of  Service 
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DRUID  HEIGHTS  COMMUNITY  DEVELOPMENT  CORP.,  INC. 

1821  McCulloh  Street 
.  ■■  .■      Baltimore,  Maryland  21217 

Tel:  (410)523-1350 
:   ■•:  Fax:  (410)523-1374 


June  13,  2000 

The  Honorable  Paul  Kaiijorski 
2353  Raybum  House  OflScc  Biillaing 
U.S.  House  of  Reprcscntativea". : .;  \. 
Washington,  D.C.  20515         i. /.:■•.. 

Dear  Representative  Kanjorgki:'  ■   '^ 

I  understand  that  hearings  are  bsin^  held  on  Thursday,  June  1 5,  2000  before  the  House  Banking 
Subcommittee  on  Capitol  Maric^  and  Govemroeot  Sponsored  Enterprises,  on  the  Housing 
Finance  Regulatory  Improvecncn*  Act.  I  am  writing  to  you  because  I  think  it  is  important  that  the 
Subcommittee  consider  the  vTew^xif  those  of  us  in  the  housing  industry  that  work  to  expand 
affordable  bousing  opportunities. 

Druid  Heights  Community  Devefcjjajcnt  Corporation  (DHCDC)  is  a  not-for-profit,  501  (c)  (3) 
community-based  orgatii2ati6n.-jCWrtnission  is  to  promote  the  general  welfare  and  betterment  of 
the  community  in  planning  ibt  ab^t^sfTecting  the  development  and  provision  of  low  and  moderate 
cost  housing,  small  businesses,  fabteeXiooei  facilities,  employment  training  and  business 
opportunities  to  persons  of  low^iJClinoderate  income  who  reside  in  the  Druid  Heights  community 
and  to  facilitate  community  paxtJcftwHon  in  all  City,  State  and  Federal  Urban  Renewal  Plans  for 
the  Druid  Heights  Urban  RensWdl^^^iea. 

DHCDC  is  one  of  many  small,  notrfbr-profit  coromunity  organization's  that  currently  benefit  from 
positive  interaction  with  FandJCl^'aivi  Freddie  Mac.    For  the  past  five  years,  Famiie  Mae  has 
generously  contributed  iovaluaW^it^chnicaJ  assistance  to  our  housing  development  and 
homeownership  counseling  jaogragpts.  As  a  result  of  Fannie  Mae's  contributions,  we  provide 
quality,  compreiKnsive  housing>^tJOseling  to  first-time  home  buyers.  To  date,  as  a  HUD  certified 
housing  counseling  agency,  we  l»aye  counseled  and  trained  more  than  five  hundred  low  to 
moderate  income  femHies  and  iad^^^tials.  Many  of  them  have  gone  on  to  become  successful 
home  owners. 

Across  the  USA,  many  agencieaatestruggling  to  stabilize  deteriorating  neighborhoods.  We 
believe  that  without  the  help,  in^ftiwdlon  and  contributions  of  Famiie  Mac  and  Freddie  Mac  our 
jobs  would  be  much  more  diffi^i|tf  ^nd  opportunities  for  conmiunities  to  access  even  greater 
resources  to  assist  in  their  efibrt*  to'JUryive  would  ocase. 


Thank  you  for  your  time  and 


Jacquelyn  D.  Cornish 
Executive  Director 
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June    14    2000 

The  Honorable  Paul  Kanjorakl 
2353  Rayburn  House  Office  Building 
US  House  of  Representatives 
Washington  DC  20515 

Via  facaimile:  202  225  0764 

Dear  Representative  Kanjoraki: 

I  feel  that  it  is  very  important  for  the  Capital  Markets 
and  Government  Sponsored  Enterprises  Subcommittee  know 
of  all  the  great  things  that  Fannie  Mae  and  Freddie  Mac 
are  doing  in  our  community.   I  hope  that  you  consider 
this  information  during  your  hearing  on  June  15  to 
discuss  the  Housing  Finance  Regulatory  Improvement  Act. 
Several  of  the  provisions  in  this  bill  would  hinder  the 
work  we  do  with  Fannie  Mae  and  Freddie  Mac. 

The  GSEa  are  very  actively  involved  in  our  market  to 
lower  mortgage  coats  for  the  consumer.   An  example  of 
something  that  Fannie  Mae  is  doing  in  our  community 
includes  the  creation  of  a  new  one  percent  down  payment' 
mortgage  for  individuals  earning  less  than  100  percent 
of  the  area  median  income  ($36,100)  in  Texarkana.  This 
mortgage  pilot,  which  is  available  through  Hibernia 
National  Bank  throughout  East  Texas  and  Louisians^,  alloifs 
qualified  borrowers  to  make  a  down  payment  from  their 
own  funds  equal  to  one  percent  of  the  sales  price 
or  $500.00  whichever  is  greater.   The  remaining  two 
percent  of  the  down  payment  can  come  from  a  grant  or  a 
gift.   The  interest  rate  on  the  loan  is  the  market 
interest  rate  for  a  30-year  conventional  mortgage.   If 
HR  3703  passes,  it  will  be  harder  for  Fannie  Mae  to 
provide  products  such  as  this  to  consumers. 

I  look  forward  to   many  years  of  partnerships  with  Fannie 
Mae  and  Freddie  Mac  to  increase  the  homeowner sh i p  rate. 

I  appreciate  your  help  and  support. 

Sincerely , 


901  S.  McDonald  Ste  600 
P.O.  Box  299 
McKinney.  Texas  75070 
Tel:  (972)542-0257 
Fax:  (^72)  542-3623 


n«  Hanay  a    ^"^ 


(^ 


ounsalor 


ACCTEPntD       A  Non-Proftt  Organization    •   Equal  Opportunity  Employer 

"A  Proven  Uader  Since  1951 " 
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Covenant  Glen  United  Methodist  Church 


Dr.  Robert  £  Childress.  Pastor 


June  14,2000 

The  Honorable  Psul  Kanjorski 
US.  House  of  Representatives 
2353  tUybiim  House  Office  Building 
Washington,  DC  205 IS 

Via  Facsimile  202-225-0764 

Dear  Representative  Kanjorski: 

It  is  our  understanding  that  the  House  Banking  Subcommittee  on  Capital  Markets  and  Government 
Sponsored  Enterprises  will  be  holding  hearings  on  Fannie  Mae  and  Freddie  Mac  We  would  like  the 
committee  to  know  o/our  vtewi  on  these  organizations. 

While  most  of  our  contact  with  GSEs  has  been  with  Fannie  Mae,  we  know  that  Freddie  Mac's  role 
in  housing  finance  is  essentially  the  same  as  Fannie  Mae's.  We  also,  know  that  Freddie  Mac,  like 
Fannie  Mae,  is  working  in  communities  like  ours  to  finance  housing  for  families.  Therefore,  we 
would  like  to  express  our  support  for  both  for  these  organizations. 

Fannie  Mae  has  made  a  considerable  contribution  to  our  community.  Two  years  ago,  they  became 
one  of  our  key  partners  and  made  a  SIOO.OOO  grant  to  our  community  to  help  us  assess  our  needs  for 
housing  and  develop  a  strategy  for  meeting  those  needs.  Since  then,  they  have  provided  invaluable 
guidance,  introductions  to  new  valuable  partners,  and  a  commitment  of  a  mortgage  product  tailored 
for  the  community.  The  mortgage  product  has  been  instrumental  in  getting  a  builder  to  commit  to 
purchase  lots  in  our  new  207-lol  single-family  subdivision  for  families  at  or  below  the  area  medium 
income. 

From  my  conversations  with  other  communities  like  ours,  we  know  that  Fannie  Mae  is  doing  great 
work  throughout  the  country.  We  feel  blessed  that  organizations  like  Fannie  Mac  and  Freddie  Mac 
exist,  and  we  look  forward  to  working  with  them  for  a  long  time. 

Sincerely, 


^^J<.jO(^AJt<u.^^^ 


Robert  Childress 
President 


401  Present  Street  •  Missouri  City.  Texas  77489  •  Phone  281-499-87e8  •  Fax  281-499-9119 
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Tbe  Honorable  Paul  Kanjorski 
2353  Rayburn  House  Office  Building 
U.  S.  House  of  Representatives 
Washington,  DC  205 1 5 

Dear  Representative  Kanjorski: 

It  is  my  understanding  that  hearings  are  being  held  tomorrow,  before  the  House  Banking 
Subcommittee  on  Capital  Markets  and  Ojvcmmcnt  Sponsored  Enterprises,  on  the  Housing  Finance 
Regulatory  Inqvovement  Act.  As  these  bearings  are  hcU,  I  believe  it  is  very  important  that  that  the 
Subcommittee  is  aware  of  the  views  ol  those  involved  in  the  housing  industry  on  a  day-to-day 
basis,  who  are  working  to  increase  affordable  housing  opportunities. 

In  my  experience,  Fannie  Mae  and  Freddie  Mac  make  invaluable  contributions  to  e}q>anding 
aJGfordable  bousing.  I  have  worked  peisonally  with  Fannie  Mae's  Washington,  DC  Partnership 
Office  on  several  occasions,  and  have  foiond  Fannie  Mac  willing  to  be  both  creative  and  flexible  in 
structtning  financial  transactions  which  impact  affordable  housing.  One  example  of  a  recent 
IHOJect  we  are  involved  with  is  the  redevelopmeiit  of  the  Montana  Terrace  public  housing  con^lex; 
formerly  one  of  Washington,  DCs  most  notorious  public  housing  properties.  With  Fannie  Mae's 
help  in  financial  resources  and  technical  consultation,  we  were  able  to  gain  approval  and  financing 
for  the  redevebpment  38  derelict  public  housing  apartments  as  28  fiilly  modernized  townhomes. 
Fannie  Mac's  financial  investment  eoabted  residents  of  the  public  housing  con^lex  to  leam  new 
job  skills  in  fib^  optic  cable  installation.  The  project  is  under  construction  right  now,  and  the  first 
buyers  will  move  in  later  this  &J1.  These  buyers  include  former  public  housing  residents  who, 
through  the  Faimie  Mae  assisted  jobs  program,  have  been  able  to  get  off  wclfere  and  become 
homeowners. 


Moreover,  as  a  consequence  of  this  public  housing  redevebpment  and  Fannie  Mae's  involvement^ 
six  acres  of  vacant  property  next  to  the  public  housing  complex  is  now  devekjped  as  37  affordable 
singk-fiunily  detached  homes.  These  hotnes  have  attracted  &milies  to  move  hack  into  the  District 
and  helped  to  stabilize  the  surrounding  community.  Faimie  Mae  also  participated  in  tbe 
construction  financing  of  these  new  homes.  Fannie  Mae's  involvetnent  in  both  Montana  Terrace 
and  the  vacam  tract  of  land  was  essential  to  the  feasibility  of  each  project. 

I  just  thought  it  important  that  the  hearing  record  reflect  these  real  fa'fc  examples  of  how  Fannie 
Mae  makes  a  differettce  in  working  with  affordable  housing  producers. 


:S16  18ch  ScK«t,  N.E  •  Vaihingtgn,  DC  200)8 
202-«35.7117  •  fax  202-«5-49l8 
410-902-109$  •  fcx  410-902-1096 

3401  37<b  Stmt,  South  •  St.  Pctenbuif.  FL  33711 
813-M6-2439  •  hx  813-664-3270 
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June  14,  2000 

The  Honorable  Paul  Kanjorski 
U.  S.  House  of  Representatives 
2353  Rayburn  House  OfiBce  Building 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  am  writing  with  respect  to  the  hearings  scheduled  for  Thursday,  June  1 5  before  the  House 
Banking  Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises,  on  the 
Housing  Finance  Regulatory  Iin)rovenient  Act.  I  think  it  is  important  that  the  Subcommittee 
consider  the  views  of  those  in  the  housing  industry  that  work  to  expand  afifordable  housing 
opportunities. 

As  a  NeighborWorks  organization,  active  in  Neighboihood  Reinvestment  Corporation's 
Campaign  for  HomeOwnership,  I  would  like  to  share  the  positive  experiences  Community 
Devetopment  Corporation  of  Long  Island  has  had  with  Fannie  Mae.  For  approximately  two  years 
we  have  been  actively  working  with  Fannie  Mae's  New  York  Partnership  OflSce.  They  have 
consistently  been  a  fiiend  and  supporter  of  our  affordable  housing  programs  and  initiatives. 

On  Monday,  June  12,  we  jointly  announced  a  major  Section  8  Homeownership  initiative  that  will 
allow  low-wealth  families  achieve  the  American  dream  of  homeownership.  Nationally,  we  are 
one  of  eight  HUD  approved  demonstration  programs  and  our  initiative  has  required  the  close 
involvement  of  many  housing  partners.  Our  Section  8  Homeownership  Program  is  unique  in  its 
structure,  which  provides  for  a  first  mortgage  and  a  very  low  interest  bearing  second  mortgage. 
Fannie  Mae's  support  has  been  integral  to  the  development  of  this  initiative.  Their  ability  to  be 
responsive  and  move  decisively  and  quickly  has  been  key  to  the  successful  rollout  of  this 
program 

In  addition  to  the  purchase  of  the  first  mortgages  originated  under  flexible  underwriting 
parameters  by  our  lender  partners,  Fannie  Mae  has  committed  to  a  $1  million  below-market,  ten 
year  term  investment  that  wiU  fimd  the  revolving  loan  pool  for  the  second  mortgage  financing 
structure.  This  will  make  homeownership  possible  for  our  very  kiw-income  &milies.  Without 
the  support  and  guidance  of  Fannie  Mae,  it  woukl  have  been  very  di£Bcuh  to  Mog  this  initiative 
to  reaUty  as  quickly  and  efBciently  as  we  have  done. 


NeighboiWoito*  Pmoidmg  a  Creative  Approach  to  Economic  and  Housing  Development 


BD 
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Fannie  Mae  has  helped  CDC  to  better  serve  the  needs  of  aU  of  our  constituents.  Their  support  of 
our  Section  8  Homeownership  Program,  their  Home  Choice  mortgage  product  which  serves  the 
needs  of  people  with  disabilities,  their  "user  friendly"  ac^juisition  and  rehabOitalion  mortgage 
product  which  assists  us  in  stabilizing  our  older  neighborhoods,  and  the  technical  and  supportive 
services  they  offer  to  us,  have  all  enabled  CDC  to  accomplish  its  missioa  They  have 
consistently  demonstrated  the  vahie  they  bring  and  their  willingness  to  respond  quickly  and 
&vorably  to  initiatives  that  support  the  housing  needs  of  low  to  moderate  and  minority  &milies. 

We  believe  it  is  important  that  the  Subcommittee  hearing  record  reflect  the  recognition  of  their 
tangible  contribution  to  the  eflBciency  and  delivery  of  affordable  housing  products  and 
opportunities  to  the  low  income  Long  Islanders  we  are  dedicated  to  serving. 


Yotirs  sincerely. 
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OF  NEBRASKA,  INC        MCMBCR  NO  37001 


Donald  A.  Leu,  Pr«»i«f4  a  ceo 

CVNTMA  J.  Pierce.  V<»  Pivwdsm.  Oc«<af«ns 


June  14.  20O0 

The  Honorable  Paul  Kanjorski 
23S3  Raybum  House  OfTice  Building 
US.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  would  like  to  introduce  myself   I  am  Theresa  Pinkham,  Housing  Director  of  Consumer  Credit 
Counseling  Service  of  Nebraska,  Inc    I  know  that  at  this  time,  the  House  Banking  Subcommittee 
on  Capital  Mailcets  and  Oovemmcnl  Sponsored  Enterprises  is  considering  legislation  that  can 
greatly  impact  the  lives  of  homebuyers.  This  piece  of  legislation  is  the  Housing  Finance 
Regulatory  Improvement  Act.  I  work  in  the  housing  industry  in  the  capacity  of  trying  to  increase 
affordable  housing  opportunities.   We  have  found  through  our  experiences  in  the  industry  that 
Fannie  Mae  is  an  invaluable  part  of  the  affordable  housing  process. 

Our  involvement  with  Fannie  Mae  has  been  to  implement  in  iiuiovative  program  allowing  past 
participants  of  our  Debt  Management  services  to  purchase  a  home  or  refinance  their  existing  home 
at  a  market  rate  although  they  had  credit  problems  in  the  past.  This  program  is  truly  one  that 
CCCS  can  embrace  because  it  provides  a  second  chance  at  the  American  dream  for  consumers 
who  have  lost  hope.   Many  of  them  are  prepared  to  pay  higher  than  necessary  rates  and  fees  at 
other  lenders  that  would  consider  them  "high  risk." 

Programs  like  this  are  the  only  affordable  and  wise  options  for  our  consumers   This  program  had 
been  highly  successful  for  many  reasons    Least  of  not  is  that  it  is  a  locally  coordinated  program 
that  involves  a  committed  lender.  CCCS  and  Fannie  Mae.   Legislation  such  as  this  would  severely 
hamper  similar  programs  from  having  such  a  success  by  tying  them  up  in  unnecessary  delays. 
Please  help  us  continue  providing  innovative  programs  for  consumers  in  a  timely  basis  and 
fulfilling  out  mission  to  put  the  consumers  needs  first 

1  fear  that  if  the  Housing  Finance  Regulatory  Improvement  Act  is  approved,  it  will  impede 
progress  towards  affordable  housing  opportunities  rather  than  furthering  them.   I  know  that  this 
bill  you  are  currently  considering  is  of  great  importance  and  I  wanted  to  let  you  know  what  some 
of  us  that  work  everyday  in  this  field  our  thinking  1  appreciate  you  taking  the  Dme  out  of  your 
busy  schedule  to  consider  my  thoughts. 

Respectfully  Submitted, 


]yi^yvw^  iWi^v^ 


Theresa  Pinkham 

1014}  OU  Mill  Roatf  •  Suite  401    •    Omaka.  Nebr*<ka  UIS4    •    (402)  )J]-M1T 
OMAHA  •  LINCOLN  •  GRA.ND     ISLA.NO  •  NORTH      PLATTE 

COUNCIL  BLUFFS    •    OES  MOINES 


FAX  (401)  3J3-S440 
NORFOLK 
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Colorado 
Rural  Housir>g 
Oevetopment 

Corporation  central  Ofno«:  3S21  West  73nl  Avenue,  SuKe  C  -  Westmlneter,  CO  80030-S230 

(303)  42S-1 44a  Fox  (303)  42a-1  MS 

June  14, 2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington.  DC  20615 

Via  facsimile;  202-225-0764 

Dear  Representative  Kanjorski: 

I  am  writing  to  express  my  views  of  Fannie  fklae  and  Freddie  Mac  before  the  June  15  hearing  being  held  by 
the  House  Banking  Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises.  We  have 
worked  with  these  two  GSEs  for  many  yeans  to  put  more  people  in  homes  of  their  own.  Fannie  Mae  and 
Freddie  Mac  have  made  considerable  contributions  to  our  community  as  well  as  others  thnsughouf  the 
country. 

CokDrado  Rural  Housing  Development  Corporation  is  one  of  over  1 00  member?  of  Neighborhood 
Reinvestment  Corporation  who  has  launched  a  second  Campaign  for  Home  Ownership  2002.  Two  vital 
partners  in  the  Campaign  are  Freddie  Mac  and  Fannie  Mae.  Several  examples  of  things  that  we  have 
been  able  to  accomplish  by  partnering  with  Fannie  Mae  and  Freddie  Mac  include,  creating  mortgage 
products,  assisting  with  down-payment  and  developing  new  housing  stock. 

With  Fannie  Mae,  we  have  been  working  on  Employer  Assisted  Housing.  This  mortgage  product  combines 
dollars  for  down-payment  assistance  from  an  employer,  which  addresses  the  lack  of  down-payment 
assistance  that  is  available.  In  addition,  Fannie  Mae  invested  $3  million  with  the  state  of  Colorado  to  assist 
with  land  acquisition,  sHe  prep  and  constmctktn  k>ans  with  non-profits,  k>cai  govemment  and  housing 
authorities.  This  partnership  with  the  State  of  Colorado  to  leverage  housing  dollars  will  increase  the 
affordable  housing  stock  in  under-served  rural  areas  of  Cokjrado.  Further,  the  announcement  of  the  Self 
Help  mortgage  product  whk^  provides  access  to  mortgages  for  clients  unable  to  obtain  traditnnal 
financing.  This  product  requires  a  down-payment  of  only  $750.00  and  costs  less  than  a  FHA  loan.  In 
Colorado  last  year,  Fannie  Mae  invested  over  $5  billion  and  assisted  more  than  50,000  families.  We  are 
proud  to  partner  with  Fannie  Mae  and  Freddie  Mac  and  k)ok  forward  to  continuing  a  strong  worthing 
relationship  with  their  Cok>r3do  Partnership  Offne  in  the  future. 

We  ^>plaud  the  commitnwnt  Fannie  Mae  and  Freddie  Mac  have  made  to  Increasing  homeownership 
opportunities.  We  look  forward  to  working  with  them  in  the  years  to  come  as  we  bring  homeownership 
wittiin  the  grasp  of  more  American  families. 


Associate  Director 

A  proud  member  of  the  Nelghtx>fWorks  network 
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June  14, 2000 


The  Honorable  Paul  Kanjorski  Fax  No.  202-225-076  4 

2353  Raybum  House  Office  Building 
U.  S.  House  of  Representatives 
Washington.  D.  C.    20515 

Dear  Congressman  Kanjorski, 

I  am  writing  to  state  my  support  for  the  activities  of  Fannie  Mae  in  my  community.  City  Vision 
Ministries,  Inc.  has  worked  very  closely  with  Fannie  Mae  over  the  past  several  years  to  create 
more  opportunities  for  home  ownership. 

Fannie  Mac  has  supported  City  Vision  Ministries,  Inc.  effort  to  build  new  housing,  rehabilitate 
deteriorating  housing,  and  train  families  for  successful  home  purchases  and  long  term  ownership 
in  Kansas  City,  Kansas.  In  addition  to  providing  single  family  mortgage  financing  for  purchases 
of  our  homes,  Fannie  Mae  has  funded  property  acquisition  of  development  parcels,  construction 
of  new  single  family  homes,  and  home  buyer  education  training.  Fannie  Mae  continues  to  be  a 
good  partner  in  the  revitalization  of  Turtle  Hill,  a  community  redevelopment  area  that  is  bringing 
a  mix  of  incomes  back  into  what  was  previously  a  bUghted  neighborhood. 

I  wanted  you  to  know,  in  advance  of  House  Banking  Committee  hearing  this  Thursday,  that 
Fannie  Mae  is  important  to  my  community. 


Thank  you  for  your  consideration. 


Sincerely, 


1  Harvey 
Executive  Director 


JH-.pw 


'ififcalthy,  Sustainable  f/rban  A'^eighborhoods' 


John  HMvey,  Executive  Director     A     1321N  7th  Street  KiiuMaty.KS  «6101   «■   (913)  371-5200  •  F«>.  (913)371.2355 
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Buffalo  NHS,  Inc. 

NEIGHBORHOOD   HOUS'lNG  SERvFcES 


June  14,  2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.  S.  House  of  Representatives 
Washington,  DC  20515 

R£:  House  Banking  Subcommittee  on  Capital  Markets  and 
Government  Sponsored  Enterprises 

Dear  Representative  Kanjorski: 

I  am  writing  to  you  regarding  the  hearings  being  held  tomorrow  on  the  Government 
Sponsored  Enterprises  by  the  House  Banking  Subconunittee.  I  am  the  Executive 
Director  of  the  Buffalo  Neighborhood  Housing  Services,  Inc.  (BNHS).  As  a  housing 
corporation  working  on  the  front  lines  in  Buffalo,  NY,  I  can  attest  to  the  enormous 
contributions  that  Fannie  Mae  brings  to  our  local  efforts  to  expand  affordable  housing 
opportunities. 

Through  their  Partnership  Office  (PO),  Faimle  Mae  particularly  has  contributed  to  the 
effectiveness  of  our  agency  and  to  the  work  being  done  in  the  region  on  expanding 
homeownership  opporttmities.  Specifically,  the  local  PO  is  working  with  us  to 
implement  a  Down  Payment  Assistance  Investment  Note  that  will  initially  provide  down 
payment  assistance  to  100  families  in  the  local  area.  In  addition,  the  PO  also  initiated  our 
contact  with  the  Eric  County  Department  of  Social  Services  (DSS)  that  has  resulted  in  the 
signing  of  a  Memorandum  of  Understanding  between  BNHS  and  the  Erie  County  DSS. 
This  memorandum  provides  for  a  collaborative  effort  on  counseling  households  as  they 
move  from  welfare  to  employment  into  homeownership.  The  PO  office  has  also  been 
actively  involved  in  support  of  our  homebuycr  counseling  initiatives  and  our  annual 
Affordable  Home  Show. 

Finally,  I  am  aware  of  Fannie  Mae's  involvement  locally  on  a  large  initiative  with  the 
State  University  of  New  York  at  Buffalo  in  a  large  neighborhood  improvement  effort 
surrounding  the  school's  South  Campus  neighborhood. 

Fannie  Mae's  efforts,  through  their  local  and  regional  ofBces  provide  visible  evidence  of 
housing  support  across  the  cities  and  towns  of  our  region.  I  thought  that  it  was  important 
that  you  tiavc  this  information  for  the  hearings  so  that  their  contributions  may  be 
recognized.  I  would  urge  you,  and  your  colleagues  to  consider  these  contributions  during 
your  deliberations. 


361  Delaware  Avenue,  Suite  308  ♦  BufTato,  New  York  14202  •  Tel:  716.856  29S2  ♦  Fax:  716.856.4639 
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Bernal  Heights  Neighborhood  Center 

515  Cortland  Avenue,  San  FrandsccCA  94110  •  Tel;  (415)206-2140  •  FAX.  (415)648-0793 


June  14,2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representaiivcs 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  understand  that  hearings  are  being  held  on  Thursday,  June  IS"*"  before  the  House 
Banking  Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises,  on 
the  Housing  Finance  Regulatory  Improvement  Act.  I  am  writing  to  you  because  I  think  it 
is  important  that  the  Subcommittee  consider  the  views  of  those  in  the  housing  indu.stry 
that  work  to  expand  affordable  housing  opportunities. 

Fannie  Mae  makes  enormous  coatributJons  by  providing  debt  and  equity  fmancing  for  the 
development  of  affordable  rental  housing.  We  have  worked  with  Fannie  Mae  on  the 
development  of  Bernal  Gateway  in  San  Francisco's  Mission  District.  When  completed, 
Bernal  Gateway  will  provided  55  units  of  much  needed  affordable  rental  housing  for  San 
Francisco  residents.  Fannie  Mae  provided  $2.1  million  in  permanent  financing  in 
partnership  with  ARCS  Commercial  Mortgage  and  the  AFL-CIO  Housing  Investment 
Trust. 

Fannie  Mae  is  working  with  nonprofit  organizations,  such  as  ours,  to  develop  solutions  to 
the  affordable  housing  crisis  we  face  in  San  Francisco.  Moreover,  their  presence  in  our 
market,  through  the  Bay  Area  Partnership  Office,  allows  Fannie  Mae  to  work  with 
affordable  housing  providers  on  a  day  to  day  basis.  We  thought  it  was  important  that  the 
hearing  record  recognize  Fannie  Mac's  contributions. 

Sincerely, 


n^..^^^^  \jjL^ 


Mauricio  Vela 
Executive  Director 
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June  14, 2000 


The  Honorable  Paul  Kanjonki 
2353  Raybum  House  Office  Building 
US  House  of  Representatives 

Dear  Representative  Kaojoiski; 

On  Thursday  June  15,  2000  the  House  Banking  Subcommittee  on  Capital  Markets  and  Goverrunent 
Sponsored  Enterprises  will  be  holding  hearings  on  June  15,  2000,  on  the  Housing  and  Finance  Regulatory 
Improvement  Act    As  a  leading  member  of  the  subcommittee,  I  thir\k  it  is  important  that  you  are  aware 
of  the  support  Fannie  Mae  has  provided  neighborhood-based  nonprofits. 

The  Asociaci6n  de  Puertorriquenos  en  Marcha  (APM)  is  a  noivprofit  developer  servmg  the  residents  of 
Eastern  North  Philadelphia,  in  the  City  of  Philadelphia.  Fannie  Mae  is  currently  supporting  a  market 
study  to  determine  the  housing  needs  and  values  within  lower  North  Philadelphia.  While  APM  has 
developed  more  than  200  imits  of  affordable  rental  housing  in  the  area,  homeownership  opportunities 
have  not  been  viable.  However,  now  that  the  neighborhood  is  home  to  more  of  the  required  services 
necessary  to  attract  homeowners,  APM  intends  to  build  104  home  that  will  be  sold  to  eligible 
homebuyeis   In  1966  APM  undertook  the  development  of  neighborhood  retail  atrip  that  included  a 
grocery  store.  FanrUe  Mae,  through  its  ,\merican  Community  Fund,  made  an  equity  investment  in  die 
supermarket  tliat  made  the  project  feasible.  The  supermarket  now  serves  as  a  neighborhood  anchor  and 
is  spurring  others  to  invest  Without  Fannie  Mae's  equity  investment  the  supermarket  could  not  have 
been  built  and  the  neighborhood's  ability  to  attach  additional  investment,  iiKluding  homebuyer's  would 
be  more  limited. 

This  is  just  one  example  of  Fannie  Mae's  willii\gness  to  support  community  rBvitali2abon  efforts  in 
Philadelphia  neighborhoods. 


(^  A  UcMad  War  Agancy 
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June  14.  2000 


The  Honorable  Paul  E.  Kanjorski 
United  States  House  of  Representatives 
2353  Raybum  House  OfTice  Building 
Washington,  DC  20515-3811 

Dear  Congressman  Kanjorski: 


We  understand  that  the  Capital  Markets,  Securities  and  Government  Sponsored 
Enterprises  (GSEs)  Subcommittee  of  the  House  Banking  and  Financial  Services 
Committee  will  hold  a  hearing  on  H.R.  3703  on  June  15,  2000  and  we  are  dismayed 
at  the  curious  omission  of  participants  from  the  housing  industry  on  the  witness  panels. 

Since  1 93 1 ,  the  National  Housing  Conference  (NHC),  a  coalition  of  affordable  housing 
and  community  development  experts  from  the  public  and  private  sectors,  has  been  an 
essential  source  of  broad,  nonpartisan  information  on  housing  policy  issues. 

We  have  enclosed  a  copy  of  Housing  America 's  fVorking  Families,  a  recently  released 
report  commissioned  by  NHC's  research  affiliate  the  Center  for  Housing  Policy  that 
documents  the  overwhelming  need  for  affordable  housing  in  this  country.  The  report 
found  that  in  1 997,  nearly  14  million  families  had  a  critical  housing  need,  meaning  that 
they  either  spent  more  than  50  percent  of  their  incomes  on  housing  or  that  they  lived 
in  a  seriously  substandard  unit.  Approximately  3  million  of  these  households  were 
"working  famiUes"  earning  between  $  1 0,700  -  the  equivalent  of  a  full-time,  minimum 
wage  job  -  and  1 20  percent  of  the  local  median  income.  Even  more  striking  is  the  fact 
thai  more  than  half  of  these  "working  families"  are  homeowners. 

We  believe  that  in  this  time  of  severe  housing  need  there  is  great  demand  for  the  types 
of  financing  and  the  financial  stability  the  GSEs  offer.  For  example,  Fannie  Mae, 
Freddie  Mac  and  the  Federal  Home  Loan  BaiJcs  have  all  developed  products 
specifically  designed  to  enable  working  families  to  become  homeowners  at  the  least 
possible  cost  to  the  borrower.  In  addition,  the  GSEs  also  have  pioneered  products  to 
supplement  the  development  of  affordable  multifamily  rental  properties. 

We  are  concerned  about  the  instability  that  the  current  proceedings  have  interjected 
into  the  capital  markets  and  the  distraction  from  the  critically  important  efforts  of  the 
GSEs  that  are  so  necessary  to  meet  the  nation's  affordable  housing  crisis. 

In  closing,  NHC  urges  the  Subcommittee  to  consider  a  balanced  view  of  the  GSEs'  position  in  the 
housing  market.  We  also  ask  the  Subcommittee  to  consider  providing  an  opportunity  for  a  range  of 
participants  from  the  housing  industry  to  comment  on  the  role  GSEs  should  play  in  housing. 
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A-HOUSE  Program  Alliance,  Inc. 


Affordaole  Home  OvmenMp  Using  Support  &  Education  T*l«phone  (404)  SS3-9982 

PO  Box   50451  Fax  (404)  S05-1B99 

Allanu.  GA  30302 


June  14, 2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC    20515 

Dear  Representative  Kanjorski: 

I  wanted  to  express  to  you  my  appreciation  of  the  good  work  Fannie  Mae  continues  to  do  to  provide  affordable 
housing  opportunities  within  the  Atlanta,  Georgia  marketplace.  Here,  Fannie  Mae  has  experimented  with  new 
lending  products  which  I  am  confident  will  demonstrate  that  it  is  possible  to  significantly  increase  home 
ownership  without  significantly  increasing  the  financial  risks  to  the  investor  or  Faimie  Mae.  For  example, 
programs,  which  focus  more  on  tental  payment  history  and  less  on  consumer  credit,  opens  the  door  to  home 
ovmership  for  lower  income  househol(ls.  Other  initiatiyes  that  allow  buyers  with  credit  problems  to  purchase  at 
a  higher  interest  rate,  and  then  lowers  the  interest  rate  as  buyers  make  their  payments  on  time  will  dramatically 
increase  homeownership  among  minorities  and  lower  income  fiunilies.  For  this  forward  thinking,  1  feel  Fannie 
Mae  ought  to  be  applauded.  Please  bear  this  in  mind  when  conducting  yoiu  hearings  this  Thursday,  June  1 5*** 
before  the  House  Banking  Subcommittee. 


Respectfully  submitted, 


Steven  Holland 
President 
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June  14,2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.  S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

On  Thursday,  June  1 S"",  the  House  Subcommittee  on  Capital  Markets  and 
Government  Sponsored  Enterprises  is  holding  an  oversight  hearing  on  Fannie 
Mae  and  Freddie  Mac.    One  of  the  key  issues  that  the  hearing  will  address  is 
the  regulation  of  Fannie  Mae  and  Freddie  Mac's  movement  into  the  subprime 
market.  On  behalf  of  the  National  Fair  Housing  Alliance,  1  write  today  to 
provide  our  perspective  on  this  issue. 

As  numerous  studies  have  shown,  subprime  lending  has  grown  significantly  in 
recent  years  providing  underserved  populations  with  access  to  credit.  However, 
the  rise  in  subprime  lending  has  led  to  an  increase  in  predatory  lending  behavior 
-  abusive  lending  practices  targeted  at  the  most  vulnerable  consumers.  The 
victims  of  predatory  lending  are  most  of^en  f>eople  of  color  and  elderly 
homeowners. 

I  am  convinced  that  public  policy  should  support  -  not  restrict  -  the  ability  of 
Farmie  Mae  to  enter  the  subprime  mju'ket.  Their  entry  into  this  market  will 
bring  needed  competition  and  standardization.  Fannie  Mae's  entry  in  the 
subprime  market  will  provide  standards  for  underwriting  and  for  servicing 
applicants  with  credit  blemishes.  In  addition  it  will  likely  result  in  lower  costs  to 
consumers.  Currently,  there  is  no  widely  accepted  definition  of  what  factors 
place  an  applicant  in  the  A-,  B+  or  B  credit  categories.  As  a  result  of  this 
underwriting  chaos,  consumers  are  given  a  wide  range  of  interest  rates,  fees  and 
costs  for  subprime  loans.  Unfortunately,  many  people  in  this  market  fail  to 
"shop  around"  for  the  best  rates  and  do  not  contact  conventional  lenders  who 
may  help  them  secure  a  lower  rate. 

Furthermore,  in  order  to  effectively  and  efficiently  investigate  complaints  of 
discrimination  involving  subprime  and  predatory  lenders,  it  is  extremely  useful 
to  have  underwriting  standards  that  are  universally  accepted.  Such  standards 
can  be  used  to  compare  the  terms  and  conditions  of  loans  to  applicants  of  color 
against  similarly  situated  white  applicants,  or  they  can  be  used  to  compare  the 
treatment  of  elderly  applicants  with  non-elderly  applicants. 
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An  added  benefit  of  encouraging  Fannie  Mae  to  develop  products  and  services  for 
borrowers  currently  served  by  the  subprime  market  will  be  a  likely  increase  in 
lending  by  conventional  primary  market  lenders  in  communities  where  predatory 
lenders  often  represent  the  only  alternative.  For  example  Fannie  Mae's  "Timely 
Payment  Rewards"  product  represents  a  responsible  and  helpful  approach  to 
serving  these  consumers. 

Thank  you  very  much  for  your  time  and  consideration  of  these  views.  It  is  my 
hope  that  this  perspective  can  be  made  a  part  of  the  hearing  record.  If  either  the 
National  Fair  Housing  Alliance  or  myself  can  be  of  fxiture  assistance  please  do  not 
hesitate  to  contact  us  at  your  convenience. 


Sincerely, 


Shanna  L.  Smith 
Executive  Director 
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June  14,2000 


The  Honorable  Paul  Kanjorsici 
Ranking  Minority  Member 

House  Subcommittee  on  Capital  Markets,  Securities 
and  Goverrunent  Sponsored  Enterprises 
2353  Raybum  House  Office  Building 
Washington,  DC  20515 

Dear  Congressman  Kanjorski: 

In  connection  with  hearings  being  held  on  June  15""  before  the  House 
Subcommittee  on  Capital  Markets,  Securities,  and  Government  Sponsored 
Enterprises  on  H.R.  3703,  the  "Housing  Finance  Regulatory  Improvement 
Act,"  I  wanted  to  advise  you  of  the  view  of  members  of  the  Association  of 
Local  Housing  Finance  Agencies  with  respect  to  the  role  which  Fannie  Mae 
and  Freddie  Mac  play  in  expanding  affordable  housing  opportunities  for 
low-  and  moderate-income  Americans. 

Both  Fannie  Mae  and  Freddie  Mac  are  important  partners  with  local 
housing  finance  agencies.  For  example,  since  1987  Fannie  Mae  has 
purchased  $5,694  billion  in  tax-exempt  Mortgage  Revenue  Bonds  issued  by 
local  housing  finance  agencies.  These  purchases  have  helped  an  estimated 
95,000  families  purchase  their  first  home.  Fannie  and  Freddie's  purchase  of 
these  bonds  on  a  private  placement  basis  results  in  savings  that  local 
housing  finance  agencies  can  use  to  provide  additional  assistance  to  first- 
time  homebuyers  in  the  forrn  of  down  payment  and/or  closing  cost 
assistance. 

Fannie  Mae  and  Freddie  Mac  are  key  players  in  financing  affordable 
housing.  Their  presence  in  the  market  has  added  value,  and  their  presence 
has  increased  the  homeownership  rale  through  outreach  to  minorities  and 
lower  income  families,  while  lowering  mortgage  cost  to  consumers. 

I  would  appreciate  your  making  this  letter  part  of  the  record  for  this  hearing. 


2000  Spring  Educational  Conference  •  April  27-29  •  Boston,  MA 
2000  Fall  Educational  Conference  •  October  29- November  1  •  Denver,  CO 
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June  14,  2000 

The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 


The  House  Banking  subcommittee  on  Capital  Markets  and  Government 
Sponsored  Enterprises  is  holding  a  hearing  on  the  Housing  Finance  Regulatory 
Improvement  Act  on  June  15.  Accountability  and  competition  in  this  arena  are 
certainly  critical  to  the  affordable  housing  industry  and  to  the  American 
taxpayers.  It  is  also  essential  to  recognize  the  important  role  the  Government 
Sponsored  Enterprises  (GSEs)  have  played  in  providing  us  with  the  most 
efficient  housing  capital  market  in  the  world.  Additionally,  the  role  the  GSEs 
play  in  promoting  affordable  housing  initiatives  is  of  critical  concern  to  the 
subcommittee.  From  the  perspective  of  the  AFL-CIO  Housing  Investment  Trust, 
Fannie  Mae  has  been  a  superb  partner  in  many  of  our  housing  initiatives. 

The  AFL-CIO  Investment  Program  was  created  in  1964  as  one  of  the  nations  first 
vehicles  for  the  investment  of  pension  ftmds  in  housing.  Today,  the  AFL-CIO 
Housing  Investment  Trust  manages  $2.2  billion  in  net  assets  for  415  participating 
labor  organizations  and  pension  plans.  In  the  1990s,  the  Trust  committed  $2.7 
billion  in  financing  to  support  over  37,000  housing  units  in  224  union-built 
projects  across  the  coimtry.  Each  year,  the  Trust  makes  investments  of  some 
$500  million  in  multi-family  and  single-family  housing.  This  secure  investment 
fund  earns  competitive  returns  while  generating  employment,  increasing  housing 
supply  and  promoting  local  economic  development. 

The  GSEs  have  provided  the  liquidity,  credit  enhancements  and  the  securitization 
of  mortgages  to  enable  large  amounts  of  pension  capital  to  be  invested  in 
housing.  In  addition,  the  Trust  has  developed  a  number  of  partnerships  with 
Fannie  Mae  to  invest  workers'  pension  fimds  into  affordable  housing  that 
rebuilds  conununities,  provides  people  with  a  decent  home  and  enables  many 
families  to  build  equity  through  homeownership.  Two  examples  of  these 
partnerships  are  the  multifamily  Community  Investment  Demonstration  Program 
("CIDP"  or  "Program")  and  the  single  family  Homeownership  Opportunity 
Initiative. 


1717  KSueet.  NW    Suite  707    Washington.  DC  20006     iujui.xosi     Fax  202/331-8190 


204 


On  October  6,  1993,  Congress  enacted  the  HUD  Demonstration  Act  of  1993 
which  established  certain  programs  to  assist  states  and  local  communities  in 
efforts  to  relieve  homelessness,  assist  community  development  organizations  and 
provide  affordable  rental  housing.  One  of  the  programs  authorized  by  the 
legislation  was  the  CIDP.  The  legislation  authorized  the  HUD  Secretary  to  carry 
out  a  demonstration  program  to  attract  pension  fund  investment  in  affordable 
housing  through  the  use  of  limited  project-based  Section  8  rental  assistance.  The 
AFL-CIO  Housing  Investment  Trust  in  partnership  with  HUD,  Fannie  Mae, 
communities,  nonprofits,  state  housing  agencies  and  local  government  produced 
a  number  of  significant  accomplishments  in  implementing  the  CIDP  including: 

•  $106  million  in  construction,  permanent  and  bridge  loans  from  the  Trust 
invested  in  18  affordable  housing  projects  across  the  nation; 

•  Over  1970  units  of  affordable  housing  units  built  and  rehabilitated,  creating 
housing  for  more  than  5,900  residents; 

•  $255  million  provided  in  total  project  development  costs. 

In  the  CIDP,  the  Trust  and  Fannie  Mae  introduced  a  lending  innovation,  which 
enabled  the  project  developer  to  minimize  the  risk  to  the  project  while  providing 
deeper  affordability  for  all  of  the  units.  Throughout  the  process  of  completing 
these  18  critical  projects,  Fannie  Mae  demonstrated  the  willingness  and  capacity 
to  innovate  to  achieve  affordable  housing  goals. 

The  Trust  has  also  partnered  with  Fannie  Mae  on  its  Single  Family  program, 
including  the  Homeownership  Opportunity  Initiative.  Fannie  Mae  has  provided 
flexible  guidelines  and  a  reduction  in  mortgage  insurance  premium  requirements 
on  this  Fannie  97  product.  Over  65%  of  the  participants  in  the  Homeownership 
Opportunity  Initiative  are  below  100%  of  Area  Median  Income  and  more  than 
70%  live  in  central  cities.  The  Trust  is  exploring  additional  single  family 
partnerships  with  Fannie  to  address  homeownership  gaps,  especially  in  central 
cities  and  among  African  Americans  and  Hispanic  Americans. 

The  AFL-CIO  Housing  Investment  Trust  is  pleased  to  provide  any  additional 
information  on  our  partnership  activities  with  Fannie  Mae.  We  look  forward  to 
working  with  all  of  our  affordable  housing  partners  to  ensure  our  housing  finance 
system  is  responsive  to  the  needs  of  America's  communities. 


Sincerely  yours. 


Stephen  Coyle 
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SAN  ANTONIO  ALTERNATrVE  HOUSING  CORPORATION 

Community  Housing  Development  Organization 

1215  S.  Trinity 

San  Antonio,  Texas  78207 

210-224-2349 

210-224-9686  (Fax) 

June  14.  2000 

The  Honorable  Paul  Kanjorski 
2353  Rayburn  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Via  Facsimile:  202-225-0764 

Dear  Representative  Kanjorski: 

I  am  writing  to  you  to  express  my  support  for  Fannie  Mae  and  Freddie  Mac.  I  realize  that 
the  Government  Sponsored  Enterprises  Subcommittee  of  the  House  Banking  Committee 
is  holding  a  hearing  on  Thursday,  June  15.  San  Antonio  Alternative  Housing 
Corporation  has  worked  very  closely  with  Fannie  Mae  over  the  past  several  years  to 
create  more  opportunities  for  homeowners. 

Fannie  Mac  provided  critical  capital  needed  to  finance  Logo  Vista-a  multifamily  property 
of  92  units  near  West  Side  San  Antonio.  This  is  the  first  new  construction  multifamily 
property  where  rents  are  at  market  and  affordable  rates.  In  addition  1 5%  of  the  units 
were  dedicated  for  special  needs  population. 

Please  understand  that  Fannie  Mae  is  vital  partner  in  this  community,  and  we  look 
forward  to  working  with  them  in  the  future. 

Thank  you  for  your  help  with  this  matter. 


Sincerely, 


MaikLufl 

Director  of  Construction  &  Development 
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PROJECT  FOR  PRIDE  IN  UVING 
2516  Chicago  Avenue 
Minneapolis,  MN  55404 
Ptiooe:  874B51 1  FAX  874«444 
e^irail:  ppl@pplHnc.Ofg 


Project   for  Rride  in  Living,    Inc. 


June  15,2000 


The  Honorable  Paul  Kanjorski 
2353  Raybum  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

Dear  Representative  Kanjorski: 

I  understand  that  there  will  be  hearings  on  June  1 5  before  the  House  Banking 
Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises  on  tlie 
Housing  Finance  Regulatory  Improvement  Act.  I  am  contacting  you  because  I  v/ould  like 
to  share  our  experiences  with  Fannie  Mae. 

I  am  director  of  Project  for  Pride  in  Living,  non-profit  housing  organization  that 
develops,  manages,  and  owns  properties  in  inner  city  communities  in  the  Twin  deities. 
Fannie  Mae  has  been  a  vital  partner  in  helping  to  tackle  some  of  our  toughest  he  using 
problems.  We  have  worked  with  the  Minnesota  Faimie  Mae  Partnership  OfQce  in  a 
number  of  ventures  including  most  recently,  the  redevelopment  of  two  pivotal  blocks  in 
the  heart  of  the  Phillips  neighborhood  of  Minneapolis.  It  is  doubtful  that  we  would  have 
begun  to  turn  this  neighborhood  without  the  technical  and  financial  support  of  Faimie 
Mae. 

We  are  continuing  to  work  closely  with  Fannie  Mae  on  a  number  of  ventures  here  in  the 
Twin  Cities  to  help  meet  the  critical  affordable  housing  need  and  consider  them  one  of 
our  most  valued  peirtners.  I  felt  it  important  that  the  heanng  record  recognize  the 
tremendous  contributions  made  here. 


Jim  Scjheibel 

President  and  Executive  Director 
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Opportunity  Village 
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;  June  14,  2000 

I  The  Honorable  Paul  Kanjorslci 
;  2353  Raybum  House  Office  Building 
i  U.  S.  House  of  Representatives 
'  Washington,  DC  20515 

Dear  Representative  Kanjorski: 

I  understand  that  hearings  are  being  held  on  Thursday,  June  1 5  before  the  House 
Banking  Subcommittee  on  Capital  Markets  and  Government  Sponsored  Enterprises, 
on  the  Housing  Finance  Regulatory  ImpFovement  Act.    I  believe  that  it's  important 
for  the  Subcommittee  to  consider  the  views  of  organizations  working  to  expand 
affordable  housing  opportunities. 

I  am  Executive  Director  of  Opportunity  Village,  a  nonprofit  organization  in  Southern 
Nevada.  Opportunity  Village  exists  to  provide  vocational  training,  employment  and 
enrichment  opportiuiities  for  individuals  with  mental  retardation  and  related 
disabilities.  We  look  at  each  individual  we  serve  as  a  "whole"  person  and  seek  to 
enrich  the  quality  of  their  lives.  We  are  committed  to  ensuring  the  greatest  possible 
social  and  economic  independence  for  our  clients  and  to  fiilly  integrate  them  into  the 
community.  Part  of  this  commitment  includes  working  to  increase  their  opportunities 

i  to  obtain  afTordablc,  accessible  housing. 

I 

Opportunity  Village  and  Fannie  Mae  have  actively  participated  in  the  Nevada 
HomcChoice  Coalition.  This  is  a  group  that  ensures  the  availability  of  affordable 
housing  for  the  state's  growing  disabled  community.  Due  in  large  part  to  Fannie 
Mae's  HomeChoice  Mortgage  product,  this  Coalition  has  assisted  over  25  disabled 
individuals  to  become  homeowners.  Fannie  Mae  initially  committed  SI  million  to 
this  experimental  product,  and  has  since  included  it  as  a  standard  product.    Without 
Fannie  Mae's  active  participation  in  this  project,  this  accomplishment  would  not  have 
been  possible,  and  this  underserved  segment  of  the  population  would  not  have  been 

'  addressed. 

This  is  just  one  example  of  the  contribution  Fannie  Mae  makes  to  affordable  housing 
and  increasing  homeownership  in  Nevada.  As  you  can  see,  they  are  definitely  part  of 
the  solution,  not  part  of  the  problem.  I  think  that  it  is  very  important  that  the  hearing 
record  recognize  the  contribution  that  Fannie  Mae  nfiakes  here  in  Nevada. 

'  Sincerely, 

•  Edward  R.  Guthrie  /**' 
i  Executive  Director 
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June  14.  2000 

The  Honorable  Paul  Kanjorski 
2353  Rayburn  House  Office  Building 
U  S  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Kanjorski. 

I  feel  It's  very  important  for  the  Capital  Markeu  and  Goveminent  Sponsored  Enterprises 
Subcommittee  to  know  of  all  the  great  things  that  Fannie  Mae  and  Freddie  Mac  are  doing  in  our 
commimities  I  hope  you  consider  this  information  dunng  your  hearing  on  June  1 5  to  discuss  the 
Housing  Finance  Regulatory  Improvement  Act  Several  of  the  provisions  in  this  bill  uould 
hinder  the  work  we  do  with  Famue  Mae  and  Freddie  Mac 

Fannie  Mae  and  Freddie  Mac  are  very  actively  involved  in  our  market  to  lower  mortgage  costs 
for  the  consumer  As  a  non-profit  community  action  agency,  we  rely  on  tlie  housing  partnerships 
we  have  formed  with  Fannie  Mae  and  Freddie  Mac  to  assist  us  in  meeting  our  mission 
Examples  of  their  vvork  m  rural  northwestern  Oklahoma  include  sponsoring  educational  Home 
Buyer  Seminars,  designing  special  mortgage  products  for  our  low-to-moderate-income  clients  in 
rural  Oklahoma,  sponsoring  state  of  the  art  housing  finance  traimng  for  our  housing  staff, 
partnermg  with  our  local  banks  to  provide  special  financing  for  affordable  housing  piojeas  and 
providing  leadership  in  solving  our  rural  housing  problems 

I  look  forward  to  many  years  of  partnerships  with  Fannie  Mae  and  Freddie  Mac  to  increase  the 
homeownership  rate  in  Oklahoma 

1  appreciate  your  help  and  support 


.  Forihum.  CCAP 
Executive  Director 
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Congresswoman 

Marge  Roukema 

Fifth  District  -  New  Jersey 

2469  Rayburn  House  Oflice  Building/Washington,  D.C.  20515  (202)  225-4465 

Contact:  Release: 

J.  Craig  Shearman  June  15,  2000 

(202)  225-4465 

Roukema  GSE  Statement 

Following  is  the  opening  statement  of  U.S.  Congresswoman  Marge  Roukema,  R-N.J.-5th,  as  prepared 
for  delivery  at  today's  hearing  on  government  sponsored  entities  before  the  House  Banking  Committee's 
Subcommittee  on  Capital  Markets. 

Today  marks  the  third  hearing  in  three  months  on  Mr.  Baker's  bill,  H.R.  3703.  This  bill  would 
consolidate  the  regulators  of  the  housing  GSEs  -  Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan 
Banks. 

I  will  be  brief. 

These  are  serious  oversight  hearings  and  are  very  important.  Mr.  Baker  has  raised  several  issues  which 
we  need  to  explore  carefully:  potential  systemic  risk  due  to  the  size  of  the  housing  GSEs,  appropriate 
capital  requirements,  bank  ownership  of  Agency  securities  and  possible  concentration  problems. 

At  the  last  hearing  I  made  it  clear  that  I  am  very  concerned  about  allegations  of  mission  creep.  Congress 
created  these  GSEs  to  address  a  specific  problem  that  the  private  sector  could  not  address.  They  should 
not  get  into  activities  —  real  estate  brokerage,  mortgage  insurance  and  consumer  lending  —  that  are 
beyond  their  specific  charters.  I  want  to  congratulate  Mr.  Baker  on  undertaking  such  a  serious  subject. 
He  has  embarked  on  what  will  probably  be  an  extended  process. 

I  want  to  make  it  clear,  however,  that  while  I  endorse  these  oversight  hearings,  moving  this  legislation  is 
another  matter.  I  —  as  well  as  several  other  members  —  do  not  support  moving  this  legislation  forward 
this  year.  Mr.  Chairman,  I  believe  you  agreed  to  this  at  the  previous  hearings.  I  am  concerned  by  press 
reports  that  you  may  be  considering  trying  to  move  this  bill  out  of  Subcommittee.  Quick  action  on  this 
would  be  ill  advised. 

All  of  us  are  for  the  American  dream  of  home  ownership.  Based  on  this  we  must  look  at  and  understand 
all  the  potential  effects  —  especially  the  negative  effects  —  H.R.  3703  might  have  on  home  ownership 
before  we  move  forward.  We  must  be  diligent  and  avoid  the  dangers  of  unintended  consequences.  None 
of  us  want  to  increase  the  cost  of  home  ownership,  even  inadvertently.  While  today's  witnesses  believe 
that  change  is  necessary,  they  disagree  on  what  those  changes  should  be.  Just  one  example  can  be  found 
on  the  issue  of  the  Treasury  credit  lines.  H.R.  3703  would  eliminate  the  credit  lines.  Mr.  Taylor  supports 
continuation  of  the  credit  line  if  Fannie  and  Freddie  meet  their  housing  goals.  Another  example  would 
be  the  one  regulator.  Some  want  it  to  be  in  HUD,  others  want  the  Federal  Reserve  to  undertake  the 
ftinction  and  still  others  support  the  approach  in  your  bill.  Quite  fi-ankly,  there  is  no  consensus  on  what 
to  do,  if  anything.  I  would  submit  that  moving  very  slowly  in  this  area  is  extremely  important  since  we 
are  talking  about  home  ownership.  None  of  us,  even  you,  Mr.  Chairman,  can  afford  to  be  wrong  on  this 
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issue.  Again,  beware  of  the  dangers  of  unintended  consequences. 

We  also  need  to  keep  things  in  perspective.  Home  ownership  is  at  an  all  time  high  —  67  percent.  The 
bottom  line  is  that  the  housing  GSEs  have  done  a  great  job.  Fannie,  Freddie  and  the  FHL  banks  have 
helped  make  —  in  partnership  with  the  banks  and  mortgage  companies  —  the  American  Dream  a  reality 
for  more  Americans  than  ever.  And  despite  what  some  of  the  critics  have  said,  they  have  a  superb  record 
on  buying  the  home  loans  of  low  and  moderate  income  Americans  as  well  as  minorities.  Every  year 
Fannie  and  Freddie  have  exceeded  the  goals  HUD  has  set  for  them.  Fannie  and  Freddie  have  adopted 
guidelines  that  prohibit  the  purchase  of  "predatory  loans".  1  put  these  guidelines  in  the  record  at  the  last 
hearing,  and  I  ask  unanimous  consent  for  inclusion  of  these  guidelines  in  this  hearing  record  today. 

Just  one  further  note,  I  was  involved  in  the  1992  conference  where  the  new  capital  standards  for  Fannie 
Mae  and  Freddie  Mac  were  established.  The  S&L  crisis  was  fresh  in  my  mind.  I  think  we  did  a  very 
good  job  on  the  capital  requirements  for  Fannie  and  Freddie.  Fannie  has  $18  billion  —  that's  right,  $18 
billion  —  in  capital  itself  while  Freddie  has  several  billion  also.  They  have  the  1 0-year  stress-testing 
requirement,  which  is  extremely  rigorous.  Very  few  banks  or  savings  and  loans  could  meet  the 
requirements  which  Faimie  and  Freddie  meet.  They  are  in  very  good  shape  financially  and  I  think  that 
some  of  the  suggestions  to  the  contrary  are  not  fair. 

—  30  — 
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^  FannieMae 

Anti-Predatory  Lending  Guidelines 

Fannie  Mae  has  long  been  concerned  about  predatory  or  abusive  lending  practices  that  can 
have  negative  consequences  for  homebuyers.  As  the  company  expands  the  availability  of 
lower-cost  mortgage  products  to  borrowers  with  blemished  credit  histories  and  limited 
savings,  Fannie  Mae  has  established  it's  anti-predatory  lending  policies  for  the  loans  it  buys 
from  lenders.  To  help  protect  consumers  from  abusive  lending  practices,  Fannie  Mae 
developed  the  following  guidelines. 

•  Steering  ~  For  loans  delivered  to  Fannie  Mae,  the  company  expects  that  lenders  will 
have  determined  the  borrower's  ability  and  willingness  to  repay  the  mortgage  debt 
regardless  of  the  underwriting  method  the  lender  uses.  In  addition,  lenders  should  have 
practices  and  procedures  to  offer  mortgage  applicants  the  fijll  range  of  products  for 
which  they  qualify,  and  should  specifically  avoid  the  steering  of  borrowers  to  high  cost 
products  that  are  designed  for  less  creditworthy  borrowers  if  the  applicants  can  qualify 
for  lower-cost  products.  Similarly,  consumers  that  seek  financing  through  a  lender's 
higher  priced  subprime  lending  channel  should  be  offered  (or  directed  to)  the  lender's 
standard  mortgage  products  if  they  are  able  to  qualify  for  one  of  the  standard  products. 

•  Excessive  Fees  ~  Lenders  should  have  their  own  guidelines  and  policies  that  address 
the  fees  that  onginators  and  brokers  can  charge  a  borrower  when  a  mortgage  is 
onginated  and  should  apply  those  polii.;es  consistently.  For  loans  delivered  to  Fannie 
Mae,  the  points  and  fees  charged  to  a  borrower  should  not  exceed  5  percent,  except 
where  this  would  result  in  an  unprofitable  origination  (for  example,  because  of  the  small 
size  of  the  loan).  In  addition,  we  will  not  purchase  a  mortgage  that  is  subject  to  the 
requirements  in  the  Home  Ownership  and  Equity  Protection  Act  of  1994  (HO EPA)  that 
apply  to  "high  cost"  mortgages. 

•  Prepaid  Single  Premium  Credit  Insurance  Policies  —  Fannie  Mae  will  not  purchase 
or  secuntize  any  mortgage  for  which  a  prepaid  single-premium  credit  life  insurance 
policy  was  sold  to  the  borrower  in  connection  with  the  ongination  of  the  mortgage  loan, 
regardless  of  whether  the  premium  is  financed  in  the  mortgage  amount  or  paid  from  the 
borrower's  funds.  This  does  not  apply  to  credit  life  insurance  policies  that  require 
separately  identified  premium  payments  on  a  monthly  or  annual  basis  or  to  prepaid 
hazard,  flood,  or  mortgage  insurance  policies. 

•  Prepayment  Penalties  —  Fannie  Mae  will  only  consider  allowing  prepayment  penalties 
under  the  terms  of  a  negotiated  contract,  and  where  the  lender  adheres  to  the  following 
credit  cntena:  a  mortgage  that  has  a  prepayment  penalty  should  provide  some  benefit  to 
the  borrower  (such  as  a  rate  or  fee  reduction  for  accepting  the  prepayment  premium); 
the  borrower  also  should  be  offered  the  choice  of  another  mortgage  product  that  does 
not  require  payment  of  such  a  premium;  the  terms  of  the  mortgage  provision  that 
requires  a  prepayment  penalty  should  be  adequately  disclosed  to  the  borrower,  and,  the 
prepayment  penalty  should  not  be  charged  when  the  mortgage  debt  is  accelerated  as  the 
result  of  the  borrower's  default  in  making  his  or  her  mortgage  payments. 
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•  Full-file  Credit  Reporting  ~  Fannie  Mae  believes  that  it  is  important  for  a  borrower's 

entire  payment  history  to  be  reported  to  the  credit  repositories  since  that  gives  a 
borrower  who  has  a  good  payment  record  more  opportunities  to  obtain  new  financing 
(and  better  mortgage  terms)  when  the  need  arises.  Therefore,  the  company  restated  its 
policy  that  lenders  must  report  on  the  status  of  any  Fannie  Mae  loan  that  they  are 
servicing  each  month  to  the  credit  repositories. 

•  Servicing  Practices  —  Fannie  Mae  generally  requires  servicers  to  maintain  escrow 
deposit  accounts  for  the  monthly  deposit  of  funds  to  pay  taxes,  ground  rents,  mortgage 
insurance  premiums,  etc.  In  some  cases,  the  company  will  allow  its  servicers  to  waive 
the  requirement  on  a  case-by-case  basis.  However,  the  company  suggested  that  waivers 
should  not  be  granted  in  the  case  of  borrowers  with  blemished  credit  records  to  protect 
them  from  additional  risk  of  default. 

Fannie  Mae  helps  make  sure  mortgage  money  ts  available  for  people  tn  communities  all  across  America. 
Fannie  Mae  does  not  lend  you  money  directly.  Instead,  Fatinie  Mae  works  with  lenders  to  make  sure  they 
don't  run  out  of  mortgage  funds,  so  more  people  can  achieve  the  dream  of  homeownership. 
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Date:  April  11,  2000 

To:  All  Fannie  Mae  Sellers 

Subject:  LL03-00:  Eligibility  of  Mortgages  to  Borrowers  with  Blemished  Credit 

Records 

Last  month,  Fannie  Mae  announced  the  Amencan  Dream  Commitment  —  our 
commitment  to  provide  $2  trillion  in  financing  to  serve  18  million  targeted  families  by  the 
end  of  the  decade.  Our  goal  is  to  work  with  our  lending  and  community  development 
partners  to  reduce  consumer  costs,  break  down  banners  to  homeownership,  and  serve  as 
a  catalyst  in  the  revitalization  of  cities,  towns,  and  neighborhoods.  An  important 
component  of  this  goal  is  to  expand  the  availability  of  lower-cost  mortgage  products  to 
consumers  who  have  blemished  credit  histories  and  limited  savings.  Historically,  many  of 
these  families  have  relied  on  the  subprime  market  to  meet  their  financing  needs.  >XTitle 
many  families  have  been  well  served  by  that  market,  far  too  many  have  had  to  pay  higher 
costs  than  necessary  and,  even  worse,  have  experienced  abusive  lending  practices. 

Some  of  the  practices  that  fall  under  the  umbrella  of  abusive  (or  "predatory")  lending 
include  (among  other  things):  "steering"  a  borrower  toward  a  mortgage  with  a  higher 
interest  rate  and/or  fees  even  when  the  bortower  could  qualify  under  a  less  costly 
financing  alternative;  approving  a  mortgage  based  solely  on  the  value  of  the  property 
without  considering  whether  the  borrower  has  the  ability  to  repay  the  debt  (which  could 
result  in  the  borrower's  losing  his  or  her  home);  multiple  refinancings  of  a  mortgage 
without  any  real  economic  benefit  to  the  borrower  (for  example,  a  refinancing  that  has  no 
appreciable  effect  on  the  mortgage  interest  rate,  payments  or  term,  but  which  results  in 
the  borrower's  having  to  pay  another  round  of  fees  that  worsen  his  or  her  financial 
position);  charging  excessive  fees  and  points  (which  can  result  in  the  "stnpping"  away  of 
the  borrower's  equity  in  the  property);  failing  to  disclose  prepayment  premiums  to  the 
borrower  or  using  them  as  a  method  to  prevent  a  victim  of  "steering"  ft-om  being  able  to 
refinance  to  a  lower-rate  mortgage;  and  charging  a  higher  rate  of  interest  after  a  mortgage 
goes  into  default. 

In  recent  years,  the  mortgage  finance  industry  has  achieved  some  significant 
accomplishments  in  serving  Amencan  homebuyers,  raising  the  U.S.  homeownership  rate 
to  the  highest  level  ever.  We  are  proud  of  the  contributions  that  we  and  our  lenders  have 
made  toward  the  achievement  of  the  record  level  of  homeownership.  Fannie  Mae's 
innovations  in  technology  and  mortgage  product  design  and  in  the  financial  markets  have 
helped  lenders  make  it  possible  to  lower  the  costs  of  homeownership.  The  prudent, 
sound,  and  responsible  business  practices  that  our  lenders  use  in  their  marketing, 
origination,  and  servicing  efforts  helped  to  make  this  achievement  possible.  As  we  begin 
to  do  more  to  lower  costs  for  consumers  who  have  blemished  credit  histories,  we  want  to 
make    sure    that    those    individuals    benefit    from    these    same    kinds    of    business 
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practices.  We  believe  that  our  lenders  will  join  with  us  in  identifying  and  avoiding  the 
abusive  lending  practices  that  a  small  number  of  lenders  in  the  subpnme  market  have 
been  using.  Toward  that  end,  we  are  releasing  this  letter  to  make  sure  that  all  lenders  will 
be  aware  of  Fannie  Mae's  guidelines  for  purchasing  mortgages  made  to  borrowers  who 
have  blemished  credit  histories. 

We  welcome  and  encourage  more  industry  discussions  about  the  best  measures  for 
preventing  predatory  lending  practices.  We  will  continue  such  discussions  with  our 
customers  so  we  can  take  advantage  of  what  they  have  learned  through  their  own 
particular  operations  and  overall  practices.  We  will  use  the  information  gained  through 
these  discussions  and  our  own  experience  as  we  go  forward  as  the  basis  for  making 
appropnate  adjustments  to  our  guidelines. 

Expanded  Approval  Mortgage  Products 

Fannie  Mae  currently  offers  through  Desktop  Underwriter®  two  products  that  are 
designed  to  assist  individuals  who  have  had  difficulty  in  managing  their  credit  —  the 
Expanded  Approval  mortgage  and  the  Timely  Payment  Rewards  mortgage.  A  borrower 
who  is  recommended  for  approval  for  either  an  Expanded  Approval  mortgage  or  a 
Timely  Payment  Rewards  mortgage  is  eligible  for  an  initial  mortgage  interest  rate  that  is 
less  than  the  rate  that  is  currently  available  for  subprime  loans,  albeit  higher  than  the  rates 
offered  to  borrowers  who  have  better  credit.  In  addition,  with  a  Timely  Payment  Rewards 
mortgage,  the  borrower's  interest  rate  will  automatically  be  reduced  after  he  or  she  makes 
timely  payments  on  the  mortgage  for  24  consecutive  months,  thus  eliminating  the  time 
and  costs  involved  in  a  typical  refinancing.  Neither  of  these  mortgages  requires  a 
prepayment  premium  in  connection  with  an  early  payoff  or  a  refinancing  of  the  mortgage. 
Many  borrowers  who,  in  the  past,  would  have  had  to  obtain  mortgages  through  the 
subpnme  market  can  now  qualify  for  lower-cost  mortgages  as  the  result  of  these  new 
mortgage  offerings. 

As  we  make  the  Expanded  Approval  mortgage  and  the  Timely  Payment  Rewards 
mortgage  available  more  widely,  develop  additional  products  for  borrowers  who  have 
blemished  credit  histories,  and  otherwise  expand  our  purchases  of  mortgages  made  to 
these  borrowers.  Desktop  Underwriter's  consideration  of  the  borrower's  ability  to  repay 
the  debt  will  be  one  of  the  key  components  for  evaluating  the  eligibility  of  individual 
mortgages  for  delivery  to  us.  We  believe  that  this  approach  in  conjunction  with  other 
guidance  included  in  this  letter  are  important  factors  in  avoiding  predatory  lending 
practices  for  mortgages  that  are  sold  to  Fannie  Mae. 

We  will  also  consider  purchasing  mortgages  that  are  evaluated  based  on  a  lender's  own 
underwriting  criteria  (which  may  or  may  not  include  an  automated  underwriting  system). 
When  a  lender's  underwriting  cnteria  are  used  —  and  those  critena  include  higher  pricing 
to  compensate  for  the  increased  risk  of  borrowers  who  have  blemished  credit  histories  — 
we  will  consider  purchasing  such  mortgages  only  if  the  lender's  business  practices  support 
the  principles  discussed  in  this  letter. 
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Product  Steering 


Lenders  that  offer  higher  cost  products  that  are  designed  for  less  creditworthy  borrowers 
should  not  steer  applicants  to  these  products  if  they  can  qualify  for  a  lower-cost  standard 
mortgage  product.  Similarly,  a  consumer  that  seeks  financing  through  a  lender's  higher- 
priced  subprime  lending  channel  should  be  offered  (or  directed  toward)  the  lender's 
standard  mortgage  product  line  if  he  or  she  is  able  to  qualify  for  one  of  the  standard 
products. 

Fannie  Mae  is  using  Desktop  Underwriter  to  help  lenders  expand  the  products  they  offer 
to  borrowers  who  have  blemished  credit  histories.  Desktop  Underwriter  will  recommend 
approval  of  a  mortgage  with  a  credit-nsk  pncing  adjustment  only  if  such  an  adjustment  is 
warranted  after  a  comprehensive  assessment  of  all  of  the  risk  factors  present  in  the  loan 
application.  In  fact.  Desktop  Underwriter  recommends  for  approval  many  applicants  who 
have  slightly  impaired  credit  without  requiring  a  credit-risk  pricing  adjustment. 

Borrower's  Ability  to  Make  Mortgage  Payments 

Fannie  Mae  has  always  relied  on  the  lender's  determination  that  the  borrower  has  a 
reasonable  ability  and  likelihood  of  repaying  the  debt  for  any  mortgage  that  the  lender 
sells  to  us.  Regardless  of  the  underwnting  method  the  lender  uses,  the  lender's 
underwnting  of  the  mortgage  confirms  that,  at  the  time  of  loan  origination,  the  borrower 
can  afford  to  make  the  mortgage  payments.  This  determination  of  the  borrower's  ability 
to  repay  is  reached  by  relating  the  borrower's  income,  assets,  and  liabilities  to  the 
proposed  mortgage  payment. 

Our  willingness  to  purchase  mortgages  made  to  borrowers  who  have  blemished  credit 
histories,  notwithstanding  their  higher  credit  risk,  is  still  predicated  on  the  use  of 
underwriting  standards  (either  Fannie  Mae's  or  the  lender's)  that  confirm  that  the 
borrower  has  a  reasonable  ability  to  make  the  mortgage  payments  and  is  likely  to  do  so  in 
a  manner  that  will  enable  him  or  her  to  successfully  maintain  homeownership. 

Allowable  Points  and  Fees 

Lenders  generally  have  guidelines  and  policies  that  address  the  fees  that  originators  and 
brokers  can  charge  a  borrower  when  a  mortgage  is  originated.  Fannie  Mae's  guidelines 
with  respect  to  the  points  and  fees  that  a  borrower  can  be  charged  for  a  mortgage  that 
will  be  sold  to  Fannie  Mae  are  discussed  below. 

Mortgages  are  not  eligible  for  purchase  by  Fannie  Mae  if  the  total  points  and  fees  charged 
to  the  borrower  are  greater  than  5%  of  the  mortgage  amount,  except  when  this  limitation 
would  result  in  an  unprofitable  ongination  for  the  lender  (for  example,  because  of  the 
small  size  of  the  mortgage).  Under  this  guideline,  points  and  fees  include  origination  fees, 
underwriting  fees,  broker  fees,  finder's  fees,  and  charges  that  the  lender  imposes  as  a 
condition  of  making  the  loan  —  whether  they  are  paid  to  the  lender  or  a  third  party. 
Points  and  fees  that  do  not  have  to  be  counted  against  this  limitation  include  bona  fide 
discount  points,  as  well  as  fees  paid  for  actual  services  rendered  in  connection  with  the 
origination  of  the  mortgage,  such  as:  attorneys'  fees,  notary's  fees,  and  fees  paid  for 
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property  appraisals,  credit  reports,  surveys,  title  examinations  and  extracts,  flood  and  tax 
certifications,  and  home  inspections;  the  cost  of  mortgage  insurance  or  credit-risk  price 
adjustments;  the  costs  of  title,  hazard,  and  flood  insurance  policies;  state  and  local 
transfer  taxes  or  fees;  escrow  deposits  for  the  future  payment  of  taxes  and  insurance 
premiums;  and  other  miscellaneous  fees  and  charges  that,  in  total,  do  not  exceed  0.25% 
of  the  loan  amount. 

In  addition,  a  mortgage  is  not  eligible  for  purchase  by  Fannie  Mae  if  it  is  subject  to  the 
requirements  in  the  Home  Ownership  and  Equity  Protection  Act  of  1994  that  apply  to 
"high-cost"  mortgages. 

Single- Premium  Credit  Life  Insurance  Policies 

Credit  life  insurance  policies  are  life  insurance  policies  that  a  borrower  may  purchase  to 
provide  benefits  that  can  be  applied  toward  the  repayment  of  a  mortgage  loan  should  the 
borrower  die  before  the  loan  is  paid  off  Although  some  borrowers  choose  to  obtain 
credit  life  insurance  policies,  no  borrower  should  be  required  to  purchase  such  policies  as 
a  condition  of  obtaining  a  mortgage. 

A  mortgage  is  not  eligible  for  purchase  by  Fannie  Mae  if  the  borrower  obtained  a  prepaid 
single-premium  credit  life  insurance  policy  in  connection  with  the  origination  of  the 
mortgage,  regardless  of  whether  the  premium  is  financed  in  the  mortgage  amount  or  paid 
from  the  borrower's  funds.  This  prohibition  does  not  apply  to  credit  life  insurance 
policies  that  require  separately  identified  premium  payments  on  a  monthly  or  annual  basis 
or  to  prepaid  ha2ard,  flood,  or  mortgage  insurance  policies. 

Prepayment  Premiums 

Sometimes,  a  borrower  who  wants  a  lower  monthly  payment  or  lower  closing  costs  may 
agree  to  accept  a  mortgage  that  includes  a  prepayment  premium  in  connection  with  an 
early  pay  off  of  the  mortgage.  Fannie  Mae  announced  in  1994  (see  Announcement  94-07) 
that  we  would  purchase  mortgages  that  called  for  prepayment  premiums  only  under  the 
terms  of  a  negotiated  contract  (although  our  Announcement  did  not  specify  the  criteria 
we  use  to  determine  if  a  requested  commitment  is  acceptable).  We  expect  a  lender  to  take 
the  following  Fannie  Mae  requirements  into  consideration  when  requesting  a 
commitment  to  cover  the  delivery  of  mortgages  that  provide  for  the  charging  of 
prepayment  premiums: 

•  A  mortgage  that  has  a  prepayment  premium  should  provide  some  benefit  to  the 
borrower  (such  as  a  rate  or  fee  reduction  for  accepting  the  prepayment  premium). 
The  borrower  should  also  be  offered  the  choice  of  another  mortgage  product  that 
does  not  require  payment  of  such  a  premium. 

•  The  terms  of  the  mortgage  provision  that  requires  a  prepayment  premium  should  be 
adequately  disclosed  to  the  borrower. 
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•  The  prepayment  premium  should  not  be  charged  when  the  mortgage  debt  is 
accelerated  as  the  result  of  the  borrower's  default  in  making  his  or  her  mortgage 
payments. 

Full-File  Reporting  to  Credit  Repositories 

A  key  factor  that  affects  a  borrower's  credit  record  is  the  amount  of  information  that  the 
credit  repositories  have  on  hand  about  the  borrower's  payment  history.  Some  lenders  in 
the  subpnme  market  do  not  report  a  borrower's  payment  history  to  the  credit  repositones 
or  may  report  only  when  payments  are  delinquent.  We  believe  that  it  is  important  for  a 
borrower's  entire  payment  history  to  be  reported  to  the  oredit  repositories  since  that  gives 
a  borrower  who  has  a  good  payment  record  more  opportunities  to  obtain  new  financing 
(and  better  mortgage  terms)  when  the  need  arises. 

To  assure  that  the  credit  repositories  have  up-to-date  information  about  both  servicing 
and  origination  activity,  we  began  requiring  in  March,  1996  full-file  credit  reporting  for  all 
Fannie  Mae-owned  or  -securitized  mortgages.  As  stated  in  Announcement  95-19,  lenders 
should  make  sure  that  they  report  one  of  the  following  statuses  each  month  for  each 
mortgage  that  they  are  servicing  for  Fannie  Mae  —  new  origination,  current,  delinquent 
(30-,  60-,  90-days,  etc.),  foreclosed,  or  charged-off. 

Escrow  Deposit  Accounts 

Fannie  Mae  generally  requires  servicers  to  maintain  escrow  deposit  accounts  for  the 
monthly  deposit  of  fiinds  to  pay  taxes,  ground  rents,  mortgage  insurance  premiums,  and 
hazard  and  flood  insurance  premiums,  as  long  as  state  law  does  not  prohibit  the 
establishment  of  an  escrow  deposit  account  for  the  mortgage.  This  protects  die  borrower 
from  having  to  pay  large  annual  or  semi-annual  tax  payments  or  insurance  premiums  in  a 
lump-sum  when  they  come  due,  which  is  particularly  important  when  the  borrower  has 
not  appropriately  budgeted  for  these  payments.  We  understand  that  some  of  the  multiple 
refinancings  that  take  place  are  attributable  to  the  fact  that  the  borrower  initially  was  not 
required  to  have  an  escrow  deposit  account  and  subsequently  could  not  come  up  -with  the 
funds  needed  to  make  the  property  tax  payment,  thus  creating  the  need  for  a  higher 
balance  refinance  mortgage  to  obtain  the  funds.  While  servicers  may  waive  the 
requirement  for  an  escrow  deposit  account  on  a  case-by-case  basis,  we  suggest  that  such 
waivers  not  be  granted  to  borrowers  who  have  blemished  credit  histories  and  few  cash 
reserves  since  these  borrowers  may  have  difficulties  in  making  the  required  tax  and 
insurance  payments  in  a  lump-sum. 


We  will  use  the  guidelines  discussed  in  this  letter  as  we  work  with  more  lenders  to 
develop  lower-cost  mortgage  products  for  borrowers  who  have  blemished  credit  histories 
to  make  sure  that  we  avoid  purchasing  mortgages  that  involve  abusive  lending  practices. 
Based  on  the  discussions  we  had  with  lenders  and  others  in  our  development  of  these 
guidelines,  we  understand  fiilly  that  it  is  difficult  (and  somewhat  subjective)  to  establish 
specific  definitions  and/or  limits  to  address  the  reasonableness  and  appropriateness  of 
various  lending  costs,  products,  or  practices.  Nonetheless,  as  we  increase  our  efforts  to 
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lower  mortgage  costs  for  consumers  who  have  blemished  credit  histories,  we  feel  that  it  is 
important  that  we  make  it  clear  what  Fannie  Mae  intends  to  do  to  avoid  predatory 
lending  practices. 

We  recognize  that  many  lenders  that  serve  borrowers  who  have  blemished  credit  histories 
already  have  in  place  policies  and  procedures  that  are  designed  to  avoid  the  practices 
noted  in  this  letter,  although  they  may  not  capture  in  their  management  information 
systems  complete  information  for  every  mortgage.  For  example,  lenders  may  not  have 
available  for  each  and  every  mortgage  information  about  the  total  points  and  fees  charged 
to  the  borrower  or  whether  or  not  the  borrower  has  chosen  to  purchase  credit  life 
insurance  (and,  if  so,  how  the  premium  is  paid).  In  view  of  this,  we  will  work  with 
lenders,  as  we  both  do  more  to  serve  borrowers  who  have  blemished  credit  histories,  to 
put  into  place  appropnate  measures  to  ensure  that  predatory  lending  practices  are 
avoided. 

Lenders  should  contact  their  Customer  Account  Manager  in  their  lead  Fannie  Mae 
regional  office  if  they  have  any  questions  about  the  material  discussed  in  this  letter  or 
want  to  discuss  the  appropriateness  of  specific  business  practices. 


Robert  J.  Engelstad 
Senior  Vice  President 
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Congressman  John  E.  Sweeney 

Committee  on  Banking  and  Financial  Services 

Hearing  on  H.R.  3703,  Housing  Finance  Regulatory  Improvement  Act  of  2000 

June  15, 1999 


Thank  you  ,  Mr.  Chairman  for  holding  another  hearing  on  the  Housing  Finance  Regulatory 
Improvement  Act  of  2000. 

This  is  an  enormously  complex  and  sensitive  issue,  and  as  a  freshman  Member  of  this 
Committee,  I  found  the  testimony  of  the  previous  hearings  quite  enlightening.  That  information, 
combined  with  the  Fannie  Mae  letter  writing  campaign  on  this  issue,  has  certainly  made  me  look 
carefully  at  this  issue.  There  are  still  some  outstanding  issues  from  that  hearing  which  must  be 
addressed  as  soon  as  feasible. 

Given  current  estimates  that  the  GSE's  $1.4  trillion  of  outstanding  debt  will  surpass  the  United 
States  Treasury  debt  by  2003,  this  matter  must  be  given  our  serious  attention.  I  believe  this  is  a 
good  point  in  time  to  examine  the  potential  systemic  risk  these  entities  may  pose  to  our  financial 
system.  I  believe  our  charter  is  to  keep  tabs  on  the  risk  GSEs  assume,  as  increased  risk  could 
equate  to  significant  losses  should  our  economy  cool  down. 

Conversely,  our  nation's  housing  finance  system  is  the  envy  of  the  world  and  now  provides 
Americans  with  greater  access  to  home  financing  than  at  any  point  in  history.  Some  of  that 
success  must  be  attributed  to  the  contributions  of  the  GSE's  to  the  secondary  mortgage.  1  believe 
we  must  move  with  caution  to  ensure  our  actions  do  not  upset  the  current  boom  in 
homeownership. 

I  want  to  make  it  clear  that  I  am  committed  to  taking  action  which  is  best  for  my  constituents  and 
the  American  people.  I  am  certainly  wary  of  any  undertaking  which  would  burden  the  mortgage 
marketplace  with  unnecessary  regulations  and  discourage  hard  working  Americans  from 
realizing  the  joys  of  homeownership.  Our  goal  must  be  to  encourage  more  Americans  to 
fransform  the  dream  of  homeownership  into  a  reality. 

I  look  forward  to  hearing  the  opinions  of  the  witnesses  called  before  the  subcommittee  today.  I 
am  interested  in  hearing  their  view  on  what  the  impact  of  this  legislation  will  be  on  the  citizens 
of  my  Upstate  New  York  Congressional  District. 

Thank  you,  again,  Mr.  Baker,  for  holding  this  important  hearing. 


65-224  00  -  8 
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TESTIMONY  OF  RALPH  NADER 

ON  H.R.  3703 
THE  HOUSING  FINANCE  REGULATORY  IMPROVEMENT  ACT 

SUBCOMMITTEE  ON  CAPITAL  MARKETS,  SECURITIES 

AND  GOVERNMENT  SPONSORED  ENTERPRISES 

JUNE  15,  2000 


Mr.  Chairman,  thank  you  for  inviting  me.  I  welcome  this  opportunity  to  comment  on  your 
effort  to  upgrade  the  oversight  and  regulation  of  the  three  government  sponsored  enterprises 
which  dominate  the  housing  finance  markets. 

While  there  are  clear  differences  between  the  thrift  industry  and  the  GSEs,  HR  3703  is  a 
reminder  of  what  Congress  failed  to  do  to  protect  the  taxpayers  and  the  savings  and  loans  a 
quarter  of  a  century  ago. 

For  years,  this  Committee  and  its  companion  Banking  Committee  in  the  Senate  handled 
the  savings  and  loan  industry  with  soft  kid  gloves.  The  Federal  Home  Loan  Bank  Board,  a  pale 
imitation  of  a  regulatory  agency,  was  allowed  to  carry  out  its  functions  more  as  a  cheerleader, 
than  a  regulator  of  financial  institutions. 

When  the  savings  and  loans  began  to  fall  apart  in  the  1980s,  it  was  politically  difficult  to 
impose  stringent  regulations  and  higher  capital  standards  on  a  struggling  industry.  Only  after  the 
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failures  caused  staggering  multi-billion  dollar  losses  to  deposit  insurance  and  taxpayer  funds  did 
the  Congress  reform  the  regulatory  machinery,  raise  examination  standards  and  establish 
mandatory  criteria  to  trigger  an  early  warning  system  and  require  prompt  corrective  action. 

Looking  back  at  this  episode,  historians  will  wonder  how  the  Congress  could  have  failed 
to  establish  these  protections  long  before  the  disasters  of  the  1980s.  Some  Members  of  Congress 
obviously  were  too  chummy  with  industry  and  too  willing  to  look  the  other  way  when  the 
speculators  and  quick-buck  artists  moved  into  the  industry. 

But  others  honestly  viewed  savings  and  loans  as  the  primary  source  of  funds  critical  to 
the  production  of  badly  needed  housing  in  their  districts.  Tough  oversight  and  strong  regulation, 
these  Members  feared,  would  damage  the  industry  and  dry  up  mortgage  funds.  Of  course,  the 
savings  and  loans  were  quite  happy  to  use  this  line  as  a  defense  against  what  few  reformers 
ventured  forth  in  the  Congress. 

In  the  end,  this  "see  no  evil,  hear  no  evil  and  speak  no  evil"  approach  to  oversight  and 
regulation  lef^  the  thrift  industry  a  near  wasteland  and  the  taxpayers  an  estimated  half  a  trillion 
dollars  poorer. 

Today,  the  housing  GSEs  and  their  supporters  are  borrowing  pages  from  the  old  savings 
and  loan  manuals  to  slow  reforms.  Any  suggestion  for  change  in  the  high-flying  life  style  of 
Fannie  Mae,  Freddie  Mac  or  the  Federal  Home  Loan  Banks  invariably  elicits  an  immediate 
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bombardment  of  charges  from  the  GSEs  that  proponents  of  reform  are  destroying  the  great 
American  dream  of  home  ownership. 

"It's  a  tax  on  home  ownership,"  is  the  favorite  cUche  of  Faimie  Mae  in  response  to  even 
the  mildest  proposal  for  reform.  Congress  needs  to  look  beyond  such  facile  anemic  defenses. 

For  too  long  the  Congress  has  played  the  role  of  an  indulgent  parent  to  the  GSEs.  The 
GSEs  have  long  since  grown  beyond  adolescence.  It  is  time  for  GSEs  to  give  up  ties   to  the 
federal  government  that  have  made  them  poster  children  for  corporate  welfare.  Most  of  all. 
Congress  needs  to  look  more  to  the  protection  of  the  taxpayers,  and  less  to  the  hyperbole  of  the 
of  the  GSE  lobbyists  that  form  a  standing  army  on  Capitol  Hill. 

The  housing- finance  GSEs  were  bom  as  creatures  of  the  federal  government  and  have 
evolved  as  hybrid  enterprises  where  much  of  the  risk  remains  with  the  government  and  the 
taxpayers  while  the  profits  flow  to  private  shareholders. 

Chairman  Baker's  bill-HR  3703-takes  a  big  step  toward  providing  a  more  rational  and 
stronger  regulatory  system  and  removing  some  of  the  more  obvious  subsidies  to  the  GSEs. 

HR  3703  creates  a  five-member  fiill-time  Presidentially-appointed  Housing  Finance 
Oversight  Board  as  an  independent  agency  and  consolidates  all  regulatory  authority  for  the  GSEs 
under  that  Board.  This  will  eliminate  the  three  separate  agencies-Office  of  Federal  Housing 
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Oversight  (OFHEO),  the  Federal  Housing  Finance  Board  (FHFB)  and  the  Secretary  of  Housing 
and  Urban  Development-which  currently  share  supervision  of  the  housing  GSEs. 

The  estabUshment  of  a  single  regulator  for  the  housing  GSEs  tracks  the  1997 
recommendations  of  the  General  Accounting  Office  (GAO).  It  will  provide  greater  focus  and 
consistency  on  oversight  and  safety  and  soundness  of  the  housing  GSEs  than  is  possible  in  the 
present  scattered  system.  The  board  will  include  the  Secretary  of  the  Treasury,  the  Secretary  of 
HUD  and  three  citizen  members. 

When  this  Committee  was  considering  the  so-called  financial  modernization  legislation 
during  the  last  three  Congresses,  I  urged  the  same  type  of  consolidation  of  the  separate  agencies 
that  regulate  depository  institutions.  The  proposal  got  nowhere.  I  hope  the  fate  of  supervision  of 
the  GSEs  fares  better. 

There  is  one  modification,  however,  that  I  would  urge  for  the  single  agency  approach  to 
the  housing  GSEs.  I  would  strongly  recommend  that  the  Department  of  Housing  and  Urban 
Development  continue  to  analyze  and  establish  housing  goals  and  transmit  them  to  the 
independent  board  established  under  this  legislation  for  enforcement. 

HUD  remains  the  federal  government's  expert  on  housing  needs  and  this  expertise  should 
be  utilized  beyond  the  provision  that  the  HUD  Secretary  be  a  member  of  the  new  board.  Just  as 
important,  the  legislation  clearly  focuses  the  board's  attention  on  safety  and  soundness  and  this 
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focus  needs  to  be  maintained  while  HUD  continues  to  provide  the  expertise  on  housing  goals. 


The  legislation  should  also  include  provisions  that  will  require  ongoing  disclosure  of  data 
by  the  housing  GSEs  that  will  provide  specific  information  to  enable  the  Board  and  the  public  to 
track  the  geographical  location,  race,  gender  and  income  levels  of  the  homeowners  whose 
mortgages  are  purchased  by  the  GSEs.  This  should  be  disclosed  by  census  tract. 

In  addition,  the  Board  should  be  subject  explicitly  to  the  Freedom  of  Information  Act 
(FOIA)  and  the  Sunshine  Act  requiring  open  meetings. 

In  an  obvious  effort  to  overcome  the  money  problems  that  have  hampered  the  operations 
of  OFHEO,  the  bill  provides  for  the  Board  to  be  financed  through  assessments  on  the  GSEs  for 
"reasonable  costs  and  expenses"  without  being  subject  to  the  appropriations  process.  I  have 
misgivings  about  any  federal  agency  escaping  the  appropriations  process,  but  I  recognize  that 
OFHEO  has  special  problems  with  the  current  process — problems  that  affect  its  ability  to  carry 
out  its  responsibilities. 

OFHEO,  as  the  safety  and  soundness  regulator  of  Fannie  Mae  and  Freddie  Mac,    is 
forced  to  battle  continually  to  hang  on  to  its  meager  budget.  Earlier  this  month,  an  appropriations 
subcommittee  whacked  nearly  five  million  dollars  fi-om  OFHEO's  request  for  $26.7  million 
budget.  That  means  fewer  examiners  and  financial  experts  to  track  Fannie  and  Freddie's  far 
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flung  empires. 

In  pleading  for  his  budget,  Armando  Falcon,  the  Director  of  OFHEO,  pointed  out  that  his 
agency  is  trying  to  examine  enterprises  that  own  or  guarantee  two  trillion  dollars  of  residential 
mortgages. 

To  cut  the  budget  of  an  agency  trying  to  cope  with  these  mammoth  financial  institutions 
is  an  outrage — a  slap  at  the  taxpayers  who,  unfortunately,  bear  the  ultimate  risk.  Where  are  the 
investigative  reporters  who  should  be  trying  to  find  out  what's  going  on  in  the  House 
Appropriations  Committee?  Is  this  the  result  of  more  of  the  ham-handed  lobbying  by  Fannie  and 
Freddie  to  limit  scrutiny  of  their  operations? 

OFHEO's  budget  problems  are  a  prime  example  of  why  the  reforms  in  the  Baker  bill  are 
badly  needed  now. 

Not  only  do  the  GSEs  dominate  the  mortgage  markets,  but  they  have  a  huge  share  of  the 
U.  S.  debt  market.  As  Chairman  Baker  has  pointed  out  in  these  hearings,  the  GSE  debt  of  1.4 
trillion  combined  with  GSE-guaranteed  mortgage-backed  securities  of  $  1 .2  trillion  nearly  total 
the  $2.7  trillion  of  outstanding  privately  held  marketable  Treasury  debt.  Treasury  Department 
estimates  that  the  GSE  debt  may  double  to  $3  trillion  by  2005  and  surpass  the  Treasury  debt  in 
three  years. 
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We  are  obviously  not  talking  about  GSEs  interested  only  in  providing  the  American 
dream  of  home  ownership,  as  their  national  advertising  campaigns  suggest.  They  have  a  big 
appetite  that  grows  bigger  as  they  saturate  the  mortgage  market.  They  will  reach  out  fpr  more  to 
maintain  their  high  level  of  profits  and  shareholder  dividends..  HR  3702  wisely  gives  the 
Oversight  Board  the  duty  of  reviewing  and  limiting  activities  that  go  outside  the  GSEs  mandate. 

A  lot  of  Faimie  and  Freddie's  profits  come  from  their  links  with  the  federal  government 
which  they  retained  after  becoming  a  "private"  shareholder  corporation.  These  ties  to  the 
government  have  given  the  GSEs  great  benefits  in  the  marketplace.  As  a  result  of  these  benefits, 
the  GSEs  are  able  to  borrow  in  the  market  at  interest  rates  very  close  to  that  enjoyed  by  the 
federal  government,  itself. 

A  study  by  the  Congressional  Budget  Office  estimated  that  40  percent  of  the  earnings  of 
Fannie  and  Freddie  in  some  years  could  be  traced  to  the  benefits  of  their  government  sponsored 
status.  Even  Alan  Greenspan,  Chairman  of  the  Federal  Reserve  Board  has  chimed  in  with 
criticisms  of  the  subsidies  that  pad  the  GSEs  bottom  lines. 

The  GSEs  defend  this  largesse  with  the  claim  that  the  subsidy  is  passed  on  to 
homebuyers.  CBO's  studies  debunk  that  claim.  CBO  says  at  least  a  third  of  the  subsidy  is 
pocketed  by  private  shareholders,  the  corporations'  executives  and  lobbyists. 

HR  3703  eliminates  one  of  the  more  egregious  forms  of  corporate  welfare-a  standby  line 


227 


of  credit  that  could  be  drawn  from  the  Treasury  if  the  GSEs  fell  on  bad  times.  Fannie  and  Freddie 
each  have  a  $2.25  billion  contingency  fund  at  Treasury  and  the  Federal  Home  Loan  Banks  a  $4 
billion  line  of  credit. 

But,  other  benefits  remain  including  the  exemption  from  local  and  state  income  taxes. 
Even  when  the  District  of  Columbia  was  struggling  on  the  edge  of  bankruptcy,  Faimie  Mae 
refused  to  cough  up  a  dollar  in  lieu  of  the  $300  million  in  taxes  they  escape  annually  through  the 
exemption. 

In  addition,  the  securities  of  Fannie  and  Freddie  are  government  securities  for  the 
purposes  of  the  Securities  and  Exchange  Act  of  1934  and  are  exempt  from  registration.  Their 
securities  serve  as  eligible  collateral  for  Federal  Reserve  banks'  discount  loans  and  the  Federal 
Reserve  serves  as  fiscal  agent  for  the  issues.  In  addition,  the  Secretary  of  the  Treasury  approves 
the  issues. 

The  obligations  are  also  eligible  for  unlimited  investments  by  national  banks  and  state 
bank  members  of  the  Federal  Reserve  as  well  as  federally  insured  thrifts. 

All  these  links  are  evidence  in  the  eyes  of  the  market  that  the  federal  government  would 
rush  to  bail  out  the  GSEs  if  they  were  in  serious  financial  trouble.  The  market  looks  on  these  as 
fail-safe  entities. 
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Chairman  Baker  has  expressed  concern  about  the  fact  that  GSE  debt  has  become  a 
significant  part  of  the  assets  of  the  banking  system-an  estimated  $210  billion  at  mid-year  1999. 
National  banks  may  invest  no  more  than  10  percent  of  their  capital  in  corporate  bonds  of  one 
issuer.  But  because  of  the  special  GSE  provision  that  I  noted  earlier,  bank  investments  in  GSE 
debt  securities  are  not  limited. 

HR  3703  calls  for  a  study  by  the  Federal  Deposit  Insurance  Corporation  of  the  impact  that 
a  GSE  failure  would  have  on  the  solvency  of  the  banks.  It  is  important  that  this  study  goes 
forward. 

Clearly,  the  special  status  of  the  GSEs  has  provided  lucrative  benefits  for  its  executives. 
The  National  Mortgage  News  in  an  article  headlined  "Who  Wants  to  be  a  GSE  Millionare" 
recently  combed  through  Fannie  and  Freddie's  proxy  statements  and  came  up  with  these  figures 
on  the  top  executives  for  1999: 

At  Fannie  Mae: 

1.  Franklin  Raines,  Chairman,  $2,870,007  including  base  salary,  bonuses  plus  $1,329,448 
in  long-term  compensation  pay  outs  in  1999. 

2.  Lavkrence  Small,  President,  $1,982,259  (Small  retired  in  1999) 
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3.  Jamie  Gorelick,  Vice  Chair,  $1,443,978. 

4.  Tim  Howard,  Executive  Vice  President,  $933,300. 

5.  Rob  Levin,  Executive  Vice  President,  $933,300. 
At  Freddie  Mac: 

1.  Leland  Brendsel,  Chairman,  $1,405,000  (less  than  Fannie  Mase's  Vice  Chair,  Jamie 
Gorelick.) 

2.  David  Glenn,  President,  $910,000. 

While  the  executives  may  be  doing  well,  there  are  major  questions  about  the  adequacy  of 
the  GSE's  support  for  housing  in  low  and  moderate  income  and  minority  neighborhoods. 

An  analysis  of  1998  data  conducted  by  Jonathan  Brown  of  Essential  Information  indicates 
that  in  many  MSAs  the  GSE  market  share  of  1  to  4  family  mortgage  loans  in  low  and  moderate 
income  and  minority  neighborhoods  was  only  one-half  the  GSE  market  share  of  such  loans  in 
upscale  non-minority  neighborhoods. 

Another  study  conducted  by  the  National  Community  Reinvestment  Coalition  says  that 
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Fannie  and  Freddie  lag  behind  banks  in  financing  single-family  mortgages  for  minorities  and 
low  and  moderate  income  homebuyers.  That  study,  based  on  1995  and  1996  data,  found  that 
only  32  percent  of  Freddie's  and  33  percent  of  Fannie's  loan  purchases  involved  single  family 
mortgages  for  low  and  moderate  income  homebuyers.  In  contrast,  the  study  said  41  percent  of - 
banks'  single  family  loans  went  to  such  borrowers. 

The  emphasis  in  HR  3703  is  on  safety  and  soundness.  This  is  a  very  important  emphasis. 
But  this  Committee  also  needs  to  do  more  to  examine  the  adequacy  of  the  housing  goals  and  the 
performance  of  the  GSEs  on  affordable  housing  in  low  and  moderate  income  and  minority 
neighborhoods. 

The  regulatory  improvements  mandated  by  HR  3703  should  be  adopted  by  the  Congress 
this  session.  They  are  long  overdue  and  there  is  no  reason  to  delay  these  taxpayer  protections 
longer. 

As  this  Committee  proved  in  the  enactment  of  reforms  in  the  wake  of  the  savings  and 
loan  debacle,  bi-partisan  coalitions  can  be  formed  successfully  on  safety  and  soundness  issues 
and  the  oversight  of  federal  regulation.  That  should  happen  now  while  the  GSEs  are  prosperous, 
not  when  the  fortunes  of  these  institutions  are  sagging. 

Some  Members  may  feel  that  these  institutions  are  so  strong  and  so  wealthy  that  there  is 
no  need  for  the  protections  incorporated  in  HR  3703.  They  see  no  possibility  of  downturns  in 
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their  fortunes.  But  this  ignores  history.  Few  foresaw   the  collapse  of  the  savings  and  loan 
industry.  Even  fewer  believed  tax  money  would  be  used  to  bail  out  insured  institutions.  But  it 
happened.  And  the  regulators,  and  for  that  matter  the  whole  nation,  were  poorly  prepared  for  the 
disaster. 

Fannie  Mae  has  had  its  own  downsides.  In  the  early  1980s,  for  example,  Fannie  was 
technically  insolvent  on  a  market  to  market  basis  and  was  losing  money  at  the  rate  of  a  million 
dollars  a  day. 

Congress  should  act  on  this  legislation  while  the  sim  is  shining. 
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Reform  of  GSE  Housing  G$ 

Jonathan  BrownTEssential  Information 
AEI  Conference  on  Fannie  Mae  and  Freddie  Mac 
May  23,  2000 


HDD's  proposed  housing  goal  rules  for  Fannie  Mae  and  Freddie  Mac  (the  GSEs)  and  the 
many  public  announcements  of  Fannie  Mae  and  Freddie  Mac  on  their  housing  committments 
have  fostered  the  general  impression  that  the  GSE  housing  goals  have  been  a  success,  although 
some  adjustments  are  needed  to  strengthen  the  goals.  Rooked  at  from  a  local  community 
reinvestment  perspective  and  a  broad  civil  rights  perspective,  however,  there  are  major  problems 
in  the  implementation  of  the  GSE  housing  goals.    In  our  view,  these  problems  stem  in  large  part 
from  serious  flaws  in  the  structure  of  the  goalsT) 

Our  conclusion  is  based  on  an  extensive  review  of  GSE  performance  in  individual  metro 
areas  (MSAs)  across  the  nation.  This  review  indicates  that  in  many  MS  As  in  1 998  the  G^E" 
market  share  of  1-4  family  mortgage  loans  in  low  and  moderate  income  and  minority 
neighborhoods  was  roughly  one-half  the  GSE  market  share  of  such  loans  in  upscale,  non- 
minority  neighborhoods. 

In  conducting  this  analysis,  we  measured  GSE  market  share  as  the  ratio  between  Fannie 
Mae  and  Freddie  Mac's  combined  purchases  of  1-4  family  mortgages  and  the  total 
number  of  conventional  1-4  family  mortgage  loan  originations  reported  under  HMDA 
with  loan  amounts  below  $227,000  -  the  1998  GSE  loan  amount  ceiling  for  mortgages  on  1-unit 
homes.  GSE  purchases  are  based  on  the  Census  Tract  File  in  the  GSE  Public  Use  Database. 
This  file  does  not  distinguish  between  home  purchase  loans  and  refinancing  loans,  so  we 
consolidated  these  two  types  of  mortgage  loans  in  computing  GSE  market  shares. 

Implicit  in  the  GSE  housing  goal  concept  is  the  idea  that  the  GSEs  should,  at  minimum, 
support  the  mortgage  market  in  low  and  moderate  income  and  minority  neighborhoods  to  the 
same  extent  that  they  support  the  mortgage  market  in  affluent,  non-minority  neighborhoods. 
Clearly,  this  minimum  standard  of  support  is  not  being  met  where  the  GSE  market  share  of 
mortgage  loans  in  low  and  moderate  income  or  minority  neighborhoods  is  much  less  than  the 
GSE  market  share  in  affluent  or  non-minority  neighborhoods.  Similarly,  the  GSEs  fall  short  of 
this  minimum  standard  when  the  GSE  market  share  of  mortgage  loans  to  low  or  moderate 
income  or  minority  borrowers  is  well  below  the  GSE  market  share  of  loans  to  more  affluent  or 
non-minority  borrowers. 

Attached  are  four  maps  that  provide  stark  examples  of  how  the  GSE  market  share  tends  to 
decline  sharply  in  inner-city  neighoorhoods.    The  1 998  Chicago,  Cleveland,  and  Akron  maps 
were  submitted  to  HUD  pursuant  to  the  pending  rulemaking  on  GSE  housing  goals  by  Illinois 
ACORN  and  the  Metropolitan  Strategy  Group  of  Ohio.  The  1996  Chicago  map  was  presented 
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by  Essential  Information  at  a  1998  conference  on  the  role  of  the  GSEs. 

The  maps  contain  a  diagonal  overlay  to  identify  minority  census  tracts.  In  the  case  of  the 
Chicago  maps,  the  diagonal  overlay  identifies  census  tracts  in  which  non- White  and  non-Asian 
persons  comprise  70%  or  more  of  the  census  tract  population.    In  the  Cleveland  and  Akron 
maps,  the  diagonal  overlay  indicates  census  tracts  in  which  minority  persons  comprise  40  %  or 
more  of  the  census  tract  population.  As  shown  in  the  maps,  there  is  a  very  strong  correlation 
between  the  racial  composition  of  census  tracts  and  the  GSE  market  share.    Also,  comparison  of 
the  1996  and  1998  Chicago  maps  show  that  the  overall  pattern  of  GSE  market  share  disparity  did 
not  changed  very  much  during  this  two-year  period. 

To  provide  further  insight  into  the  nature  of  GSE  housing  goal  performance  in  the 
Chicago  PMSA,  we  prepared  a  set  of  statistical  tables  on  1998  GSE  market  shares  by  census 
tract  race  and  income  categories  and  by  borrower  race  and  income  categories.  These  tables  are 
based  on  GSE  loan  purchase  data  and  HMDA  loan  origination  data  for  the  nine-county  Chicago 
PMSA. 

Table  1  provides  GSE  market  share  data  by  census  tract  racial  category.  Table  1  shows  a 
decline  in  GSE  market  share  from  T^^^i^o  in  predominantly  non-minoriw  census  tracts  to  only 
33.28%  in  census  tracts  in  which  minontie^onTpris^5%  or  more  of  the  census  tract 
population.  In  the  Chicago  PMSA,  these  two  census  tract  categories  represent  almost  60%  of  the 
PMSA's  total  of  1,776  census  tracts. 

Table  2  provides  GSE  market  share  data  by  census  tract  income  category.  This  table 
shows  a  decline  in  GSE  market  share  from  77.54%  in  upper  income  census  tracts  to  only  39.01% 
in  low  income  census  tracts.  The  census  tract  income  related  decline  in  GSE  market  share  shown 
in  Table  2  is  similar  to  the  census  tract  race  related  decline  shown  in  Table  1,  except  that  not  as 
many  census  tracts  are  pushed  down  to  the  lowest  market  share  interval.  This  is  consistent  with 
our  general  experience  that  a  sharper  focus  on  GSE  market  share  disparities  can  often  be 
obtained  by  looking  at  census  tract  race  rather  than  census  tract  income. 

Table  3  compares  the  GSE  market  share  in  minority  census  tracts  versus  bon-minority 
census  tracts  for  separate  census  tract  income  intervals.  This  table  show  that  while  the  GSE 
market  share  in  non-minority  census  tracts  ranges  from  61 .27%  to  69.62%  for  census  tract  within 
various  moderate  and  middle  income  intervals,  it  never  rises  above  42.61%  for  minority  census 
tracts  in  comparable  census  tract  income  intervals.  While  such  census  tract-based  analysis  does 
not  by  itself  establish  disparate  treatment  or  disparate  impact  in  violation  of  the  federal  non- 
discrimination laws,  it  does  indicate  that  there  are  major  disparities  between  neighborhoods 
along  racial  lines  in  accessing  the  GSE-operated  secondary  mortgage  market.  This  disparity 
needs  to  be  addressed  directly  in  implementing  the  GSE  housing  goals. 

Table  4  provides  GSE  market  share  data  by  borrower  income  category.  This  table 
indicates  that  borrower  income  related  disparities  in  GSE  market  shares  are  not  as  great  as 
neighborhood  related  disparities.  Further,  the  GSE  market  share  disparity  is  only  substantial  for 
low  income  borrowers  and  not  much  of  a  factor  for  borrowers  with  incomes  above  80%  of  MSA 
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median  family  income. 

Table  5  provides  GSE  market  share  data  by  borrower  racial  category.  This  table  shows 
that  the  GSE  market  share  is  dramatically  lower  for  African- American  borrowers  and  moderately 
lower  for  Hispanic  borrowers. 

The  failure  of  the  GSE  housing  goals  to  provide  residents  of  many  minority 
neighborhoods  and  low  and  moderate  income  neighborhoods  and,  more  generally,  minority 
borrowers  and  low  and  moderate  income  borowers  with  the  same  access  to  the  secondary 
mortgage  market  enjoyed  by  most  Americans  is  rooted  in  a  number  of  major  structural  flaws  in 
the  1992  GSE  housing  goal  legislation. 

First,  the  legislation  used  unduly  broad  definitions  to  determine  the  focus  of  the  GSE 
housing  goals  with  the  result  that  they  are  not  properly  targeted  on  underserved  sectors  of  the 
mortgage  market.  Much  of  this  inadequate  targeting  or  dilution  is  associated  with  misapplication 
of  terms  commonly  used  in  CRA  and  community  development  activities.  For  purposes  of  the 
Low  and  Moderate  Income  Housing  Goal,  low  and  moderate  income  borrowers  are  defined  to 
include  not  only  borrowers  with  incomes  less  than  80%  of  MSA  median  family  income  (as  they 
are  for  CRA  purposes),  but  also  borrowers  with  incomes  between  80%  and  100%  of  MSA 
median  family  income.  Yet,  Table  4  shows  that  in  the  Chicago  PMSA,  borrowers  with  incomes 
in  the  80-100%  of  MSA  MFI  range  (lower-middle  income  borrowers)  have  a  GSE  market  share 
(69.03%)  that  is  the  same  as  the  average  GSE  market  share  for  the  PMSA  as  a  whole  (68.92%). 
Why  are  GSE  housing  goals  needed  to  encourage  GSE  purchases  from  this  middle  subsector  of 
the  mortgae  market?  Moreover,  if  the  GSE  housing  goals  were  successful  in  encouraging  the 
GSEs  to  change  underwriting  and  other  policies  to  stimulate  more  GSE  purchases  of  loans  to  low 
and  moderate  income  borrowers,  would  it  not  follow  naturally  that  borrowers  in  the  80- 1 00%  of 
MSA  MFI  range  would  also  benefit  from  such  changes? 

Similarly,  for  purposes  of  the  Special  Affordable  Housing  Goal,  the  GSE  legislation 
defined  low  income  borrowers  to  mean  borrowers  with  incomes  less  than  80%  of  MSA  median 
family  income,  rather  than  the  50%  of  MSA  median  family  income  standard  used  for  CRA 
purposes.  Yet,  as  Table  4  shows,  it  is  borrowers  with  incomes  below  50%  of  MSA  MFI  who 
have  the  most  difficulty  in  accessing  the  GSE  secondary  market  and  clearly  the  most  need  for  a 
"special  affordable  housing  goal." 

In  addition,  the  GSE  legislation  established  a  geographic  GSE  housing  goal  that  included 
all  central  cities,  rural  areas,  and  other  underserved  areas  as  defined  by  HUD.  Clearly,  this  was 
an  excessively  broad  definition  of  geographic  areas  with  restricted  access  to  the  GSE-operated 
secondary  market,  although  HUD  has  to  some  extent  narrowed  its  scope  by  means  of  its 
regulatory  authority  to  define  underserved  geographies 

Second,  the  GSE  legislation  prohibits  HUD  from  establishing  enforceable  subgoals  for 
the  Low  and  Moderate  Income  Housing  Goal  and  the  geographic  area  goal.  Subgoals  are  a 
logical  tool  to  ensure  that  the  most  underserved  sectors  of  the  mortgage  market  are  given 
adequate  consideration  by  the  GSEs.  For  example,  census  tracts  with  minority  population 
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percentages  above  50%,  or  even  75%,  would  be  good  candidates  for  an  enforceable  subgoal. 

Third,  and  perhaps  most  important  of  all,  the  GSE  legislation  failed  to  establish  separate 
GSE  housing  goals  (or  sets  of  housing  goals)  for  1-4  family  mortgage  loans  and  multifamily 
mortgage  loans.  As  result,  in  implementing  all  three  statutory  housing  goals,  HUD  has  devised  a 
housing  goal  scoring  system  that  counts  the  number  of  housing  units  financed  by  GSE  loan 
purchases  and  combines  1-4  family  units  and  multifamily  units.  This  consolidation  of  1-4  family 
and  multifamily  units  has  had  a  major  impact  in  diluting  the  impact  of  the  Special  Affordable 
Housing  Goal,  the  one  statutory  GSE  housing  goal  that  made  some  effort  to  achieve  proper 
targeting. 

Because  a  very  high  percentage  of  multifamily  housing  loans  qualify  for  the  Special 
Affordable  Housing  Goal,  the  GSEs  can  significantly  reduce  their  obligation  to  purchase  1-4 
family  housing  loans  under  the  Special  Affordable  Housing  Goal  by  increasing  their  purchases  of 
multifamily  mortgage  loans.  According  to  HUD,  roughly  50%  of  the  multifamily  mortgage  loan 
purchases  of  the  GSEs  qualify  for  the  Special  Affordable  Housing  Goal.  In  1997,  multifamily 
loans  accounted  for  44%  of  Fannie  Mae's  Special  Affordable  Housing  Goal  units  and  31%  of 
such  units  for  Freddie  Mac.  In  short,  the  commingling  of  1-4  family  housing  loans  and 
multifamily  housing  loans  within  the  same  Special  Affordable  Housing  Goal  basket  enables  the 
GSEs  to  trade-off  performance  on  the  1-4  family  side  versus  performance  of  the  multifamily 
side. 

Reinforcing  these  statutory  weaknesses,  HUD  set  the  Special  Affordable  Housing  Goal 
too  low  in  the  1995  GSE  rulemaking.  Although  HUD  estimated  that  Special  Affordable  Housing 
units  comprised  20%-23%  of  the  market,  it  set  the  Special  Affordable  Housing  Goal  for  the 
1997-98  period  at  only  14%  of  GSE  loan  purchases  measured  on  a  housing  unit  basis. 

Several  basic  reforms  are  needed  to  improve  the  working  of  the  GSE  housing  goals. 
First,  with  respect  to  the  1-4  family  side  of  the  mortgage  market,  underserved  sectors  should  be 
defined  by  looking  at  GSE  market  shares.  Such  market  share  analysis  provides  the  most  efficient 
means  to  identify  underserved  census  tract  categories,  borrower  income  categories,  and  borrower 
racial  categories.    Obviously,  such  GSE  market  share  data  was  not  available  to  Congress  in  1992 
when  it  enacted  the  GSE  housing  goal  legislation.  Now  that  the  data  is  available.  Congress 
should  examine  it  closely  and  lestructure  the  statutory  GSE  housing  goals  to  provide  for  better 
targeting. 

In  implementing  the  GSE  housing  goal  legislation,  HUD  has  generally  relied  on  loan 
origination  and  loan  denial  rates  derived  from  HMDA  data  to  identify  underserved  segments  of 
the  mortgage  market.  While  this  approach  has  some  value  and  we  have  employed  it  ourselves, 
our  experience  has  been  that  GSE  market  share  data  provide  a  much  sharper  lens  for  identifying 
market  segments  that  have  restricted  access  to  the  GSE-operated  secondary  mortgage  market. 
We  recommend  that  HUD  use  this  approach  in  its  current  rulemaking  to  bring  as  much  targeting 
to  the  GSE  housing  goal  rules  as  possible  within  the  statutory  framework. 

Second,  the  GSE  housing  goal  legislation  heeds  to  be  restructured  to  provide  separate 
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housing  goals  or  sets  of  housing  goal  for  1-4  family  housing  and  multifamily  housing.    This 
reform  is  needed  to  prevent  the  GSEs  from  trading  off  improved  housing  goal  performance  on 
the  multifamily  side  for  a  reduced  housing  goal  obligation  on  the  1-4  family  side.  As  noted 
above,  most  of  this  trade-offtakes  place  within  the  Special  Affordable  Housing  Goal. 

Multifamily  housing  loans  and  1-4  family  housing  loans  targeted  toward  underserved 
sectors  are  the  most  important  elements  of  any  strategy  to  address  affordable  housing  needs. 
Thus,  GSE  housing  goals  should  be  structured  in  a  manner  that  encourages  the  GSE  to  take 
affirmative  measures  on  both  fronts. 

Third,  better  targeted  GSE  housing  goals  for  1-4  family  housing  loans  are  needed  to 
encourage  the  GSEs  to  purchase  more  CRA-type  mortgage  loans  originated  by  banks  and 
savings  associations.  One  of  the  main  reasons  why  the  GSE  market  share  is  so  low  in  most 
minority  and  low  and  moderate  income  census  tracts  is  that  many  of  the  mortgage  loans 
originated  in  such  tracts  are  CRA-type  loans  that  often  are  not  sold  to  the  GSEs.  In  some  cases, 
these  loans  have  below-market  rate  features  and  the  GSEs  will  not  purchase  such  loans  without 
discounting  them  to  market  rates.  In  our  view,  given  the  large  indirect  subsidies  received  by  the 
GSEs  and  their  substantial  resources,  including  strong  earnings  streams,  the  GSE  should  share 
more  equally  with  banks  the  various  costs  of  effective  CRA  implementation.  For  example,  in 
the  case  of  CRA-type  loans  with  below-market  rates,  the  GSEs  should  absorb  some  of  the  cost 
of  marking  these  loans  to  market.  This  would  make  banks  more  willing  to  sell  CRA-type  loans 
to  the  GSEs  and  this  would,  in  turn,  significantly  expand  the  capacity  of  banks  to  originate  CRA- 
type  loans. 

Fourth,  HUD  should  establish  a  process  for  administrative  review  of  GSE  performance  at 
the  local  level  when  the  GSE  market  share  data  indicate  that  the  GSEs  have  significantly 
underserved  minority  census  tracts  or  low  and  moderate  income  census  tracts  within  a  particular 
MSA  or  rural  area.  Local  government  officials,  community  groups,  and  lenders  should  be 
encouraged  to  participate  in  this  administrative  review.  The  goal  of  this  administrative  process 
should  be  to  encourage  the  GSEs  to  make  commitments  to  improve  their  housing  goal 
performance  in  the  local  community. 

Review  of  GSE  peformance  within  individual  MSAs  or  rural  areas  is  important  because  if 
the  GSEs  are  evaluated  only  in  terms  of  national  targets  they  can  substantially  underserve 
individual  MSAs  and  still  meet  these  national  targets.  Also,  it  is  very  difficult  to  set  uniform 
targeting  standards  that  are  appropriate  for  all  MSA  or  rural  areas  in  the  nation.  In  particular,  the 
relationship  between  minority  percentage  of  census  tract  population  and  GSE  market  share  varies 
dramatically  in  different  parts  of  the  nation.  In  Brooklyn,  neighborhood  access  to  the  GSE- 
operated  secondary  mortgage  market  may  not  be  greatly  restricted  until  the  minority  percentage 
rises  well  above  50%.  By  contrast,  in  Iowa,  such  restricted  access  may  be  seen  in  census  tracts 
with  a  minority  percentage  of  only  15%. 

Fifth,  with  respect  to  1-4  family  mortgage  loans,  separate  and  enforceable  subgoals  should 
be  established  for  home  purchase  loans  and  refinancing  loans.  The  GSE  housing  goals  could  be 
implemented  much  more  effectively  if  for  evaluation  purposes  the  home  purchase  loan  market 
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were  separated  from  the  volatile  and  increasingly  controversial  refinancing  loan  market. 

Finally,  some  comment  on  whether  the  GSEs  should  be  given  housing  goal  credit  for  the 
purchase  of  subprime  loans  is  appropriate.  In  many  minority  neighborhoods  of  the  nation's 
larger  cities,  more  than  40%  or  even  50%  of  the  refinancing  loans  originated  in  1998  were  made 
by  mortgage  lenders  that  HUD  has  classified  as  subprime  lenders.  If  the  GSEs  were  to  purchase 
a  substantial  share  of  these  loans  and  were  given  housing  goal  credit  for  such  purchases,  this 
would  be  booked  for  evaluation  purposes  as  a  substantial  improvement  in  GSE  housing  goal 
peformance  in  these  neighborhoods.  In  our  view,  however,  the  primary  mission  of  the  GSEs 
with  respect  to  housing  goals  should  be  to  bring  as  many  borrowers  as  possible  into  the 
mainstream  of  prime  mortgage  credit  financing  or  pro\ide  a  strong  secondary  market  for 
legitimate  CRA-type  lending.  At  this  point,  it  would  be  counterproductive  to  this  underlying 
GSE  mission  to  encourage  the  GSEs  to  purchase  subprime  loans  by  giving  them  housing  goal 
credit  for  such  purchases. 
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Mr.  Chairman,  I  wish  to  thank  you  for  asking  the  National  Community  Reinvestment 
Coalition  (NCRC)  to  testify  this  morning  on  the  question  of  consolidating  oversight  of 
the  Government  Sponsored  Enterprises  (GSEs).  NCRC  is  the  nation's  CRA  trade 
association  of  more  than  720  community  organizations  and  local  public  agencies 
dedicated  to  increasing  access  to  capital  and  credit  for  inner  city  neighborhoods  and  rural 
communities.  As  the  President  and  CEO  of  NCRC,  I  have  represented  the  coalition  in 
many  capacities  including  serving  on  the  Consumer  Advisory  Committee  of  the  Federal 
Reserve  Board,  the  Advisory  Board  of  the  Community  Development  Financial 
Institutions  Fund,  and  most  recently  as  member  of  the  HUD/Treasury  Task  Force  on 
Predatory  Lending. 

Mr.  Chairman,  NCRC  supports  your  efforts  to  consolidate  oversight  of  the  GSEs  by 
replacing  the  three  regulatory  agencies  with  one.  A  report  by  the  General  Accounting 
Office  correctly  suggests  that  a  single  regulator  of  the  GSEs  will  enhance  the  compliance 
of  the  GSEs  with  their  mission  of  providing  financing  of  affordable  housing  in  a  safe  and 
sound  manner.  The  GAO  report  entitled  Government-Sponsored  Enterprises: 
Advantages  and  Disadvantages  of  Creating  a  Single  Housing  GSE  Regulator  (July  1 997j 
lists  five  criteria  for  effective  regulation: 

1)  objectivity  and  arm's  length  status  from  the  GSE 

2)  prominence  in  government 

3)  economy  and  efficiency 

4)  consistency  in  the  regulation  of  similar  markets 

5)  separation  of  primary  and  secondary  market  regulation' 

A  single  regulator  will  be  more  efficient.  One  regulatory  agency  will  find  it  much  easier 
to  coordinate  regulation  over  safety  and  soundness  and  compliance  with  the  mission  of 
providing  affordable  housing  fmance.  The  single  regulator  will  also  be  more  efficient  in 
the  sense  that  it  can  more  easily  gauge  the  competitive  impacts  of  proposed  regulation  on 
Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home  Loan  Banks.  The  goal  is  to  induce  the 
three  GSEs  to  be  more  competitive  in  the  minority  and  lower-income  part  of  the  housing 
market.  One  agency  will  be  in  a  better  position  to  gauge  whether  regulation  provides 
equal  competitive  impetus  to  the  three  GSEs  or  poses  a  handicap  to  a  particular  GSE. 

A  single  regulatory  agency  will  certainly  be  more  prominent  and  influential.  Mr. 
Chairman,  the  Office  of  Federal  Housing  Enterprise  Oversight  (OFHEO)  has  still  not 
implemented  a  risk-based  capital  rule  for  Fannie  Mae  or  Freddie  Mac  more  than  eight 
years  after  the  passage  of  the  Financial  Safety  and  Soundness  Act  of  1992.  Instead  of 
independent  authority  to  assess  fees  fi-om  Fannie  Mae  and  Freddie  Mac  for  its  oversight, 
OFHEO  must  rely  on  armual  approval  from  Congress.  OFHEO's  dependence  on  the 
aimual  appropriations  process  and  its  relative  obscurity  have  hampered  its  effectiveness. 

Like  OFHEO,  the  Federal  Housing  Finance  Board  (FHFB)  does  not  possess  the 
characteristics  recommended  by  the  GAO  for  regulatory  agencies.  It  is  not  an  arms- 
length,  independent  regulatory  agency.  Tlie  FHFB  is  involved  in  the  governance  of  the 
Federal  Home  Loan  Banks.  It  appoints  six  of  the  Board  Directors  of  each  of  the  FHLB 
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banks.  The  GAO  points  out  that  regulatory  agency  involvement  in  the  governance  of  the 
entities  it  regulates  contributed  to  the  savings  and  loans  crisis.  Fortunately,  the  FHLB 
Bank  System  is  not  anyway  near  that  crisis  point.  NCRC,  however,  does  not  see  a 
compelling  reason  to  continue  with  a  regulatory  structure  that  has  proven  problematic  in 
the  past. 

Mission  Oversight 

A  prominent  regulatory  agency  is  needed  for  ensuring  compliance  with  the  GSE  mission  , 
of  providing  affordable  housing  finance.  A  regulatory  agency  must  be  strong  enough 
politically  in  order  to  enforce  robust  standards  in  affordable  housing  finance.  The 
Department  of  Housing  and  Urban  Development  has  done  a  commendable  job 
developing  and  implementing  affordable  housing  goals  for  Fannie  Mae  and  Freddie  Mac. 
The  two  GSEs  have  significantly  increased  their  purchases  of  mortgages  made  to 
minority  and  low-  and  moderate-income  populations.  In  report  produced  for  HUD  (see 
the  appendix  to  our  testimony  for  a  copy  of  the  report),  however,  NCRC  found  that 
Fannie  Mae  and  Freddie  Mac  trail  banks  in  the  percentage  of  mortgages  financed  that 
were  issued  to  minorities  and  low-  and  moderate-income  populations.  NCRC  received 
constructive  criticism  from  the  GSEs  regarding  the  data  limitations  of  our  study.  While 
NCRC  believes  that  our  research  was  careful  and  that  our  conclusions  were  sound,  we 
agree  with  the  GSEs  that  the  data  on  secondary  market  activity  needs  to  be  improved. 
Again,  this  is  where  a  strong  regulatory  agency  can  ensure  that  complete  and  accurate 
data  are  gathered  so  as  to  measure  GSE  compliance  with  their  missions. 

The  Federal  Housing  Finance  Board  is  in  the  middle  of  a  regulatory  rule-making  exercise 
that  will  make  permanent,  the  pilot  secondary  market  programs  of  the  Federal  Home 
Loan  Banks.  Under  the  pilot  program,  the  FHLB  Banks  assume  the  interest  rate  risk  of 
mortgages  while  the  member  bank  and  thrifts  assume  the  credit  rate  risk  of  the 
mortgages.  This  could  be  an  important  mechanism  for  financing  substantial  number  of 
mortgages  made  to  minorities  and  low-  and  moderate-income  borrowers.  The  FHFB 
discussed  the  importance  of  affordable  housing  goals,  but  then  back  away  from 
implementing  any  of  these  goals  in  its  proposed  regulations."  NCRC  disagreed  with  this 
position,  stating  that  it  was  imperative  to  implement  affordable  housing  goals,  similar  to 
those  for  Fannie  Mae  and  Freddie  Mac,  from  the  outset  of  a  secondary  market  program  of 
the  FHLB  system.  NCRC  suggested  a  number  of  feasible  alternatives  for  affordable 
housing  goals  in  order  to  ensure  that  the  secondary  market  program  finances  a  significant 
number  of  mortgages  made  to  traditionally  underserved  populations. 

A  single  regulatory  agency,  tapping  into  HUD's  expertise  with  affordable  housing  goals, 
should  implement  such  goals  for  any  new  secondary  market  program.  This  would  ensure 
that  all  the  GSEs  continue  to  do  their  part  in  financing  affordable  mortgages. 
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Safety  and  Soundness  as  it  Relates  to  Predatory  Lending 

A  strong  regulator  enhances  the  safety  and  soundness  of  the  financial  institutions  it 
regulates.  A  strong  regulatory  agency  also  takes  bold  steps  to  curb  predatory  lending 
practices  that  harm  consumers  and  also  threatens  the  safety  and  soundness  of  the  GSEs. 

Mr.  Chairman,  the  leadership  of  Fannie  Mae  and  Freddie  Mac  realize  that  they  must  not 
finance  unsound  predatory  practices.  Freddie  Mac's  CEO  Leland  Brendsel  and  Fannie 
Mae  CEO  Franklin  Raines  have  announced  that  they  will  not  purchase  loans  with  prepaid 
credit  insurance.  Both  of  them  have  stated  they  will  not  finance  loans  featuring  usurious 
interest  rates  and  steep  fees.  Fannie  Mae  has  gone  a  bit  further  in  this  regard  by  saying  it 
will  not  finance  mortgages  in  which  fees  are  5  percent  or  more  of  the  loan  amount.  The 
two  CEOs  have  also  indicated  that  they  will  not  purchase  loans  with  stiff  prepayment 
penalties  or  purchase  loans  fi-om  lending  institutions  that  do  not  report  credit  payment 
histories  to  the  credit  bureaus.'" 

These  are  important  steps,  Mr.  Chairman.  But  it  is  also  important  to  recognize  that  Mr. 
Brendsel  and  Mr.  Raines  will  not  have  control  of  the  reins  at  Freddie  Mac  and  Fannie 
Mae  forever.  Also,  other  predatory  mechanisms  in  addition  to  credit  insurance  and  high 
fees  strip  wealth  and  lead  to  foreclosure. 

In  order  to  ensure  comprehensive  protection  against  predatory  lending,  the  Federal 
Reserve  should  use  its  regulatory  authority  imder  HOEPA  (Homeowners  Equity 
Protection  Act)  to  lower  the  interest  rate  and  fee  thresholds  for  high  cost  loans.  The 
Federal  Reserve  should  also  limit  and  prohibit  abusive  terms  and  practices  such  as  high 
balloon  payments,  steep  prepayment  penalties,  and  lending  without  regard  of  the 
borrowers  ability  to  repay.  Your  bill,  H.R.  3703,  should  empower  a  new  regulatory 
agency  over  the  GSEs  to  prohibit  the  purchase  of  predatory  loans  with  abusive  terms  and 
conditions. 

Unfortunately,  Mr.  Chairman,  predatory  lending  is  on  the  increase  and  it  threatens  the 
financial  health  of  borrowers  and  financial  institutions.  The  FDIC  is  in  the  midst  of  large 
bailouts  of  three  banks,  BestBank  of  Colorado  First  National  Bank  of  Keystone  in  West 
Virginia,  and  Pacific  Thrift  and  Loan  Company  of  California,  that  made  large  amounts  of 
subprime  loans.™  Almost  every  day,  the  trade  papers  carry  stories  of  financial  problems 
experienced  by  subprime  lenders.  Aames  is  one  such  lender  that  has  been  in  the  papers 
lately. 

The  federal  banking  agencies  recognize  the  clear  links  between  unsafe  and  predatory 
lending  practices.  Julie  Williams,  the  First  Senior  Deputy  Comptroller  and  Chief 
Coimsel  of  the  Office  of  the  Comptroller  of  the  Currency,  remarked  recently  that,  "in  our 
view,  a  mortgage  loan  for  which  there  is  no  reasonable  expectation  of  repayment  without 
recourse  to  collateral  is  presumptively  an  unsafe  and  unsound  loan,  and  making  or 
purchasing  such  loans  on  a  regular  basis  is  inconsistent  with  safe  and  sound  banking 
practices."  She  then  states  that  the  OCC  is  instructing  its  examiners  to  review  loans  for 
these  features,  to  adversely  classify  these  loans  on  safety  and  soundness  exams,  and  to 
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prevent  banks  from  accruing  interest  on  these  loans/  Like  the  bank  regulatory  agencies, 
the  GSE  regulator  must  start  adopting  tough  regulations  and  examination  practices  for 
identifying  and  penalizing  the  financing  of  predatory  lending. 

While  not  all  subprime  lending  is  predatory,  the  segment  of  subprime  lending  that  is 
predatory  threatens  the  well  being  of  our  country  and  the  progress  that  has  been  made  in 
reinvesting  in  minority  and  working  class  communities.  Part  of  a  comprehensive  solution 
to  eliminating  predatory  lending  is  aggressive  oversight  and  regulation  of  GSE 
involvement  in  the  subprime  market. 

Data  Disclosure 

Expand  HMDA  and  GSE  Databases 

Section  103  of  H.R.  3703  requires  the  GSEs  to  publicly  disclose  on  an  annual  basis 
financial,  business,  and  other  information  that  is  in  the  public  interest  because  the 
availability  of  such  information  would  increase  the  efficiency  of  the  secondary  mortgage 
market  of  the  housing  finance  system.  NCRC  commends  the  Chairman  for  including  this 
provision  in  his  bill.  Publicly  accessible  data  is  the  key  to  holding  the  GSEs  accountable 
for  efficient  and  equitable  financing  of  mortgages. 

NCRC  also  asks  the  Chairman  to  consider  enhancements  to  HMDA  (Home  Mortgage 
Disclosure  Act)  data,  the  Public  Use  Database,  and  other  databases  on  GSE  activity  that 
would  provide  more  information  on  loan  terms  and  conditions  being  offered  to  borrowers 
of  different  creditworthiness.  Recently,  in  their  request  for  public  comment,  the  Federal 
Housing  Finance  Board  asked  if  a  database  on  Home  Loan  Bank  secondary  market 
activity  should  include  the  banks  originating  the  mortgages,  prepayment  penalties,  front- 
end  and  back-end  ratios,  FICO  scores,  loan-to- value  ratios  (LTV),  percent  of  private 
mortgage  insurance,  income  level  of  the  borrowers,  if  the  borrower  was  a  first-time 
homebuyer,  and  other  characteristics  of  the  mortgages  and  borrowers.  NCRC  strongly 
supported  the  inclusion  of  this  information  in  the  FHFB  database  and  urged  that  this  data 
should  be  public.  NCRC  supports  this  type  of  information  being  publicly  available  in 
HMDA  and  the  public  use  database  as  well.  All  of  the  databases  should  also  have 
information  on  the  Annual  Percentage  Rate  (APR). 

Information  on  borrower  creditworthiness  and  loan  terms  and  conditions  will  enable  the 
general  public  and  the  regulatory  agencies  to  determine  if  lending  practices  are  safe  and 
sound  and  if  they  comply  with  anti-discrimination  law  and  regulation.  Indeed,  this  type 
of  data  disclosure  would  meet  the  intent  of  Section  103  in  that  it  would  be  in  the  public 
interest  and  would  increase  the  efficiency  of  the  secondary  mortgage  market. 

Transparency  of  Credit  Scores 

Consumers,  regulatory  agencies,  and  financial  institutions  have  a  right  and  a 
responsibility  to  understand  how  credit-scoring  systems  judge  the  ability  of  consumers  to 
pay  loans.  Greater  transparency  of  credit-scoring  systems  would  enhance  the  safety  and 
soundness  of  the  financial  industry  by  allowing  all  parties  to  judge,  question,  and  debate 


243 


the  soundness  of  the  credit-scoring  criteria.  Greater  transparency  also  enhances  industry 
compliance  with  the  fair  lending  laws  and  helps  additional  minority  and  low-  and 
moderate-income  borrowers  prepare  themselves  for  homeownership. 

It  is  worth  quoting  from  a  speech  that  Fannie  Mae  CEO  Franklin  Raines  delivered  at 
NCRC's  annual  conference  this  past  March.  He  states: 

Consumers  have  a  right  to  understand  what  is  behind  a  lender's  decision.  They 
have  a  right  to  know  how  they  are  being  judged,  on  what  basis.  While  automated 
underwriting  has  taken  the  bias  out  of  loan  decisions,  consumers  are  still  too 
much  in  the  dark  about  how  these  systems  work.  I  believe  consumers  have  a  right 
to  know  what's  in  the  system.  So  last  January,  Fannie  Mae  revealed  the  1 4 
decision  factors  used  by  our  underwriting  system.  Desktop  Underwriter.  But  we're 
going  to  go  farther  than  that.  Our  next  step  is  to  stop  relying  on  the  FICO  credit 
score,  which  is  too  opaque.  We're  going  to  develop  our  own  credit-assessment 
model.  We  won't  have  a  black  box  or  even  a  glass  box.  We  will  have  a  completely 
open  book. 

Fair  Isaac  just  last  week  followed  Fannie  Mae's  lead  by  posting  the  factors  in  FICO 
scores  on  its  web  page.  NCRC  encourages  Freddie  Mac  do  to  likewise. 

In  addition  to  more  transparency  in  credit  scores,  NCRC  asks  Fannie  Mae  and  Freddie 
Mac  to  agree  to  let  lending  institutions  use  reputable  credit  scoring  systems  that  are 
effective  in  qualifying  high  numbers  of  minorities  and  lower  income  borrowers  and  that 
also  have  good  track  records  in  predicting  default.  The  GSEs  should  agree  to  allow  these 
lenders  to  use  their  models  without  also  having  to  use  Desktop  Underwriting  or  Loan 
Prospector.  NCRC  would  also  encourage  the  GSEs  to  ask  their  regulatory  oversight 
agency  to  review  lenders'  credit  scoring  systems  if  they  want  a  second  opinion  regarding 
safety  and  soundness  and  fair  lending  compliance. 

The  regulatory  oversight  agency  should  encourage  a  wide  diversity  of  credit  scoring 
systems,  competing  against  each  other  in  developing  sound  and  flexible  underwriting 
criteria.  This  will  open  more  doors  to  homeownership  for  minorities  and  low-  and 
moderate-income  borrowers.  In  addition,  the  regulatory  oversight  agency  should 
continue  conducting  fair  lending  testing  of  the  GSE  underwriting  systems  as  HUD  has 
just  started  doing. 

Finally,  and  importantly,  NCRC  believes  that  the  borrower  has  the  right  to  know  his  or 
her  specific  credit  score  and  the  factors  that  went  into  the  credit  score.  Fair  Isaac  has  just 
announced  that  it  will  start  providing  borrowers  their  credit  scores  in  the  near  future.^' 
Likewise,  the  GSEs  should  disclose  the  credit  scores  and  the  factors  behind  the  scores  for 
any  credit  scoring  system  that  they  develop.  H.R.  3703  should  require  disclosure  of  any 
GSE  credit  scores. 
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Structural  &  Jurisdictioaal  Issues 

HUD  as  the  Regulatory  Agency 

As  stated  above,  NCRC  agrees  with  the  GAO  that  a  single  regulatory  agency  would  be 
most  efficient.  NCRC  is  not  convinced,  however,  that  the  regulatory  agency  needs  to  be 
newly-created  with  a  board  representing  many  different  interests.  Fannie  Mae  and 
Freddie  Mac  have  a  legitimate  point  about  the  unwieldy  nature  of  a  board. 

HUD  is  a  logical  choice  because  it  carries  the  prominence  of  a  cabinet  level  department 
and  has  been  the  regulator  for  both  safety  and  soundness  and  mission  compliance  for 
Fannie  Mae  and  Freddie  Mac.  Perhaps,  the  new  oversight  agency  within  HUD  can  be  on 
a  semi-independent  basis  like  OFHEO  is  now.  To  bolster  its  position  of  independence 
and  prominence,  the  new  agency  should  be  funded  by  assessments  on  the  GSEs  instead 
of  through  the  appropriations  process.  H.R.  3703  wisely  adopts  the  assessments  as  the 
funding  mechanism. 

Prior  Approval  Authority 

H.R.  3703  has  generated  some  controversy  regarding  Section  1 10  which  grants  the  new 
regulatory  oversight  agency  the  authority  to  approve  new  activities  undertaken  by  the 
GSEs  and  implements  a  public  notice  and  comment  period.  NCRC  agrees  that  prior 
approval  authority  and  a  public  comment  period  process  is  appropriate  and  necessary  for 
a  regulatory  agency  with  responsibilities  over  mission  compliance  and  safety  and 
soundness.  Currently,  HUD  has  new  program  and  approval  authority  over  Fannie  Mae 
and  Freddie  Mac. 

In  addition  to  HUD's  authority  over  the  GSEs,  banking  law  establishes  precedents  for 
prior  approval  activity  and  public  comment  periods.  Before  the  Gramm-Leach-Bliley 
Act  of  1999,  the  Office  of  the  Comptroller  of  the  Currency  established  a  prior  approval 
procedure  for  activities  in  operating  subsidiaries  of  nationally-chartered  banks.  In  Part  5 
of  12  CFR  (Code  of  Federal  Regulations),  the  OCC  requires  operating  subsidiaries  to  file 
an  application  for  new  activities  that  are  part  of  or  incidental  to  the  business  of  banking. 
Further,  in  Section  5.34,  the  OCC  gave  itself  the  authority  to  hold  a  public  comment 
period  for  those  activities  that  present  "significant  and  novel  policy,  supervisory,  or  legal 
issues..." 

More  recently.  Section  103  of  Title  I  of  the  Gramm-Leach-Bliley  Act  requires 
consultation  between  the  Department  of  Treasury  and  the  Federal  Reserve  Board  before 
either  agency  approves  new  activities  that  are  fmancial  in  nature.  When  the  Department 
of  Treasury  determines  that  an  activity  is  financial  in  nature,  the  Federal  Reserve  Board 
has  the  authority  to  initiate  a  public  rulemaking  process  with  a  public  comment  period. 

Ample  precedent  exists  for  public  comment  periods  for  new  financial  activities  precisely 
because  they  have  profound  safety  and  soundness  and  fair  lending  implications.  Fannie 
Mae  and  Freddie  Mac  purchase  about  half  of  the  mortgage  loans  made  in  the  country 
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according  to  the  Department  of  Housing  and  Urban  Development.  Adding  the  secondary 
market  involvement  of  the  Federal  Home  Loan  Banks  is  likely  to  push  the  GSEs  into 
managing,  holding  in  portfolio,  and  securitizing  more  than  half  of  the  mortgages  made  in 
the  country.  Since  the  GSEs  are  likely  to  be  involved  in  the  majority  of  secondary 
market  mortgage  transactions,  NCRC  believes  it  is  in  the  public  interest  to  establish  an 
approval  process  and  hold  a  public  comment  period  to  determine  if  new  GSE  activities 
are  consistent  with  safety  and  soundness  and  their  affordable  housing  mission. 

While  NCRC  prefers  a  mandatory  public  comment  period  for  new  activities,  the 
approach  of  a  discretionary  public  comment  period  has  been  and  is  now  being  utilized  by 
fmancial  regulatory  agencies.  NCRC  does  not  think  that  the  GSEs  should  seek  approval 
for  new  versions  of  existing  products  like  Freddie  Mac's  Affordable  Gold  or  Faimie 
Mae's  HomeStyle.  What  is  of  most  concern  to  us  is  that  the  GSEs  do  not  adopt  new 
products  that  exceed  the  authority  in  their  charter  such  as  loan  and  insurance  products. 
The  regulatory  agency  should  have  prior  approval  authority  in  cases  in  which  they  think 
products  go  beyond  GSE  charters.  The  regulatory  agency  should  also  have  the  authority 
to  review  new  products  after  they  have  been  on  the  market  and  to  review  modifications  to 
existing  products  to  ensure  that  these  products  do  not  exceed  GSE  charters. 

In  the  event  that  Fannie  Mae,  Freddie  Mac,  and  the  Home  Loan  Banks  do  not  meet 
affordable  housing  goals,  the  oversight  body  should  be  in  the  position  to  prohibit  new 
products  that  do  not  have  the  capacity  to  serve  substantial  numbers  of  minority  and  low- 
and  moderate-income  consumers. 

Line  of  Credit  with  the  Department  of  Treasury 

NCRC  believes  that  the  GSEs  should  continue  to  have  access  to  lines  of  credit  with  the 
Department  of  Treasury  if  the  GSEs  meet  their  affordable  housing  goals.  Implicit 
government  guarantees  for  the  GSEs  have  resulted  in  lower  mortgage  costs  for 
consumers.  If  the  GSEs,  however,  are  not  meeting  their  statutory  responsibilities  under 
the  affordable  housing  goals,  they  should  not  have  access  to  lines  of  credit  from  the 
federal  government.  NCRC  proposes  that  the  line  of  credit  be  cut-off  if  a  GSE  does  not 
meet  affordable  housing  goals  for  two  consecutive  years. 

In  Conclusion 

NCRC  thanks  the  chairman  for  the  opportunity  to  testify  today.  Our  720  member 
organizations  believe  that  strong  regulation  is  the  path  to  a  profitable  financial  industry 
that  serves  all  customers  in  a  non-discriminatory  manner.  We  recommend  the  following: 

•  HUD  become  the  single  regulatory  agency  over  the  GSEs. 

•  HUD  has  the  explicit  authority  to  regulate  GSE  involvement  with  subprime  lending 
and  prohibit  the  fmancing  of  predatory  lending. 
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•  GSE  and  lender  data  disclosure  should  be  expanded  to  include  the  annual  percentage 
rate  and  loan  term  and  conditions. 

•  HUD  continue  fair  lending  oversight  of  GSE  underwriting  and  credit  scoring  systems. 
HUD  ensure  that  consumers  have  the  right  to  any  credit  scores  the  GSEs  develop  as 
well  as  an  explanation  of  the  factors  behind  the  scores. 

•  The  regulatory  agency  has  the  authority  to  assess  the  GSEs  for  regulatory  oversight, 
and  does  not  have  to  have  this  authority  approved  annually  by  Congress. 

•  The  single  regulator  has  the  authority  to  approve  new  activities  and  hold  public 
comment  periods. 

•  The  GSEs  continue  to  have  access  to  Treasury  Department  lines  of  credit,  but  not  if 
they  fail  to  meet  the  affordable  housing  goals  for  two  consecutive  years. 


'  General  Accounting  Office,  Governmenl-Spomored  Enterprises:  Advantages  and  Disadvantages  of 

Creating  a  Single  Housing  GSE  Regulator,  GAO/GGD-97- 1 39,  p.6. 

"  Federal  Housing  Finance  Board,  Proposed  rule  on  Federal  Home  Loan  Bank  Acquired  Member  Assets, 

Core  Mission  Activities,  Investments  and  Advances,  in  the  Federal  Register,  May  3,  2000.  pages  25676- 

25692. 

°'  Fannie  Mae  News  Release,  Fannie  Mae  Chairman  Announces  New  Loan  Guidelines  to  Combat 

Predatory  Lending  Practices,  April  II,  2000,  available  from 

http://www.fanniemae.com/news/pressreleases.  David  A.  Andrukonis,  Chief  Credit  Officer,  Freddie  Mac, 

letter  to  the  editor  in  the  American  Banker,  April  6,  2000. 

"  Oral  Statement  of  Donna  Tanoue,  Chairman  of  the  Federal  Deposit  Insurance  Corporation  before  the 

Committee  on  Banking  and  Financial  Services,  U.S.  House  of  Representatives,  February  8,  2000. 

*  Remarks  by  Julie  Williams,  First  Senior  Deputy  Comptroller  of  he  Currency,  before  the  Robert  Morris 

Associates/Consumers  Bankers  Association,  S"**  Annual  Consumer  Risk  Management  Conference,  Chicago, 

Illinois,  June  5,  2000. 

"  American  Banker,  Fair,  Isaac  to  Tell  People  their  Credit  Scores,  Friday,  June  9,  2000.  Also  see 

http://www.fairisaac.com. 
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Comments  of  Peter  Skillern,  Executive  Director  of  the  Community  Reinvestment 
Association  of  North  Carolina  for  the  House  of  Representatives  Subcommittee  on 
Capital  Markets,  Securities  and  Government  Sponsored  Enterprises  Hearing  June 
15,  2000. 

Greetings.  My  name  is  Peter  Skillem.  I  am  Executive  Director  of  the 
Community  Reinvestment  Association  of  North  Carolina  (CRA-NC).    Thank  you  for  the 
opportunity  to  speak  on  the  role  of  the  Government  Sponsored  Enterprises  (GSEs)  and 
the  fiilfillment  of  their  mission  in  serving  low  income  and  minority  communities.  CRA- 
NC  is  a  nonprofit,  community  advocacy  agency  whose  mission  is  to  promote  and  protect 
community  wealth  through  changes  in  financial  institutions.  CRA-NC  has  secured  over 
$3.5  billion  in  community  reinvestment  commitments  to  promote  wealth  in  the  last  10 
years.  We  have  been  in  the  leadership  of  North  Carolina's  anti-predatory  lending 
movement  to  protect  household  wealth. 

Through  homeownership,  America  is  a  wealth  building  machine.  Through 
homeownership,  equity  is  created  to  start  a  business  and  or  send  children  to  college  or 
provide  for  retirement.  CRA-NC  has  a  vision  of  a  lending  environment  that  is  free  of 
discrimination  and  credit  is  used  to  create  wealth  through  homeownership  for  all. 

Unfortunately,  a  segment  of  our  population  continues  to  be  left  behind  in  mortgage 
lending.  Many  are  being  taken  advantage  of  through  unscrupulous  predatory  lending 
practices  in  the  subprime  market.    Tremendous  credit  can  be  given  to  the  secondary 
market  for  creating  the  highest  level  of  homeownership  in  the  world.  But  today,  I  will 
speak  to  the  role  the  GSEs  play  in  those  who  are  left  out  in  the  engine  of  wealth  creation 
and  those  who  are  losing  the  wealth  they  have  built. 

These  hearings  play  an  important  role  in  highlighting  the  GSEs  federal  charter  as  a 
privilege  that  must  be  continually  earned.  The  tremendous  financial  benefits  and  the 
mission  charge  given  the  federal  government  places  a  significant  responsibility  on  them 
to  fulfill  their  mission  statement. 

Because  the  GSEs  wealth  stems  from  the  benefits  of  a  democratic  government,  the 
institutions  must  be  responsive  and  sensitive  to  the  community  from  which  both  its 
political  and  economic  benefits  are  founded. 

My  comments  focus  primarily  on  our  concerns  that  where  the  GSEs  are  not  active  in  the 
prime  mortgage  market,  there  is  an  increase  in  subprime  lending.  As  the  two  GSEs  move 
into  the  subprime  market,  we  have  strong  reservations  that  without  adequate  consumer 
protection  policies  in  place,  the  GSEs  may  do  more  harm  than  good. 

Lending  to  Minorities  Needs  to  Improve 

During  the  review  of  the  HUD  Affordable  Housing  Goals,  both  Fannie  Mae  and  Freddie 
Mac  have  received  criticism  that  they  do  not  adequately  purchase  loans  from  minority 
households  and  neighborhoods. 
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Percent  Loans  Made  or  Purchased  to 

Black  and  Hispanic  Housholds  in 

1998 
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■  Black  Households 
D  Hispanic  Households 


Fannie    Freddie     Total 
Market 


Source:  Washington  Post  "HUD  Says  Mortgage  Policies  Hurt  Blacks  "  March  2.  2000  Data  are  from  the 
US  Department  of  Housing  and  Urban  Development 


But  in  the  Triangle,  Fannie  and 
Freddie  have  been  buying  most 
of  their  loans  in  neighborhoods  where 
folks  are  white  and  earn 
above-average  incomes... 
'  Cary  and  other  mostly  white 
communities  with  family  incomes  greater 
than  the  Triangle  median  of  $40, 000  saw 
40  times  as  many  Fannie  and  Freddie 
loan  purchases  as  did  all  minority    . 
neighborhoods  combined  from  1994  to 
1 998,  the  five  years  of  data . . . 

Even  in  minority  neighborhoods  with 
greater-than-average  family  incomes, 
Fannie  and  Freddie  rarely  bought  loans: 
63  in  J 998,  compared  with  2,297 
purchased  the  same  year  in  while 
neighborhoods  with  below-average 
incomes.  " 

March  19,  2000  News  and  Observer 
article:  "Freddie,  Fannie  Failing  Many" 


We  recognize  that  the  GSEs  have  disputed 
these  claims  and  that  there  are  many  good 
initiatives  that  deserve  recognition.  We 
also  appreciate  their  acceptance  of  the  fact 
that  more  could  be  done  to  improve 
minority  lending. 

Yet,  banks  can  not  make  loans  without  a 
secondary  market  to  sell  them  to.  The 
costs  and  risks  become  too  high.  Without 
proactive  policies  in  place  to  purchase 
loans  from  under-served  areas  and 
populations,  the  GSEs  will  continue  to  be 
under-represented  in  these  communities. 
Where  the  GSEs  don't  buy  loans,  banks 
won't  originate  them. 


Credit  Gap  in  Minority  Communities 
Feeds  Subprime  Lenders 

The  absence  of  bank  loans  creates  a  credit 
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gap  that  subprime  lenders  fill. 

Subprime  lending  is  higher  cost  credit  through  fees  and  interest  rates.  The  lack  of  prime 
lending  in  minority  communities  correlates  with  the  level  of  subprime  loans.  Subprime 
lending  disproportionately  impacts  minority  communities. 

According  to  HUD's  April  2000  report  "Unequal  Burden;  Income  and  Racial  Disparities 
in  Subprime  Lending  in  America,"  subprime  loans  are  five  times  more  concentrated  in 
Black  neighborhoods  than  in  white  neighborhoods.  Homeowners  in  high-income  Black 
neighborhoods  are  twice  as  likely  to  have  subprime  loans  as  homeowners  in  low-income 
white  neighborhoods. 

Subprime  Lending 

Subprime  lending  has  the  potential  to  be  a  credit-building  tool  for  people  to  work  towards 
improved  credit.  It  has  the  potential  to  expand  and  democratize  capital.  If  done  correctly, 
the  GSEs  can  play  a  positive  role  in  expanding  credit  options  in  a  fair  and  equitable  way 
to  people  with  impaired  credit. 

Pricing  Problems 

Theoretically,  subprime  loans  are  for  higher  risk  borrowers  who  are  not  able  to  get  a  loan 
from  a  prime  lender.  In  reality,  the  subprime  market  often  captures  A-credit  borrowers  as 
well.  According  to  a  report  by  Freddie  Mac,  '"10  percent  to  35  percent  of  borrowers  who 
obtained  mortgages  in  the  subprime  market  were  actually  eligible  for  conventional 
loans."'  According  to  Faimie  Mae,  half  of  all  subprime  borrowers  could  have  qualified 
for  lower  cost  conventional  loans.^ 

Different  and  Unfavorable  Terms  and  Conditions 

In  addition  to  pricing  problems,  the  terms  and  conditions  of  subprime  lending  are  often 

starkly  different  than  that  of  the  prime  market.    While 

some  subprime  lending  is  predatory  through  outright  deception  and  fraud,  the  majority  of 

subprime  lending  is  harmful  through  unethical,  if  not  illegal,  practices  such  as  high  fees, 

steering  to  higher  interest  rates  for  yield  spread  premiiuns,  balloon  payments,  and 

prepayment  penalties.  These  loan  practices  drain  wealth  rather  than  build  wealth.' 

Unregulated 

The  subprime  market  is  not  regulated  as  the  prime  market.  Depository  institutions  are 
regulated  for  consumer  compliance  and  safety  and  soundness  by  the  Federal  Deposit 
Insurance  Corporation,  the  Federal  Reserve,  the  Office  of  Thrift  Supervision,  the  Office 
of  the  Comptroller. 


'  Peter  Mahoney  and  Peter  Zom,  "The  Promise  of  Automated  Underwriting"  Secondary  Mortgage 

Markets,  November,  1996. 

^  See  Fannie  Mae  press  release  at  page  four  http://www.fanniemae.com/news/pressreleases/0667.html  and 

"Half  of  Subprime  Loans  Categorized  as  'A'  Quality,"  Inside  B&C  Lending,  June  10,  1996. 

'  Please  see  CRA-NC's  Introduction  to  Predatory  Lending  Policy  book  for  a  more  diorough  discussion  of 

how  subprime  and  predatory  lending  works.  It  can  be  found  online  at  http://www.cra- 

nc.org/predpolicy.pdf) 
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Mortgage  brokers,  non-depository  mortgage  lenders  and  warehouse  lenders  are  regulated 
only  on  a  complaint  driven  basis  by  the  US  Department  of  Housing  and  Urban 
Development  or  the  Federal  Trade  Commission.  They  are  not  evaluated  on  a  regular  basis 
for  compliance. 

GSE  Entry  into  Subprime  Market 

Both  Fannie  Mae  and  Freddie  Mac  have  stated  their  intent  to  enter  the  subprime  market. 
To  date  only  Freddie  Mac  has  significantly  done  so.  According  to  Inside  B  and  C 
Lending,  Freddie  Mac  has  wrapped  $8  billion  of  securities  of  subprime  loans  through 
1999.  Freddie  Mac  has  announced  plans  to  increase  purchases  up  to  $30  billion  a  year. 

Freddie  Mac  has  a  partnership  with  Option  One  wrapping  five  asset  backed  securities 
totaling  over  $3  billion  dollars.  Option  One  benefits  from  its  partnership  with  Freddie 
Mac.  According  to  its  Chief  Financial  Officer  the  partnership  expands  the  market  for  the 
securities  and  adds  1 5  to  20  basis  points  in  profit.  On  a  billion  dollar  transaction,  this  is 
an  additional  $1.5  million  to  $2  million  in  earnings.'' 

Case  Study  of  an  Option  One  Loan 

We  question  whether  this  type  of  subprime  lending  also  serves  the  community  given  the 
stated  concerns  with  subprime  lending.  The  following  is  a  true  story  of  a  client  that  is 
illustrative  of  how  this  market  works' 

Mary  and  Tom  Smith^  obtained  a  subprime  loan  from  a  mortgage  lender.  The  Smiths 
are  retired,  on  a  fixed  income,  and  own  their  home.  They  borrowed  recently  to  help  send 
one  child  through  college  and  to  help  another  child  as  she  recovered  firom  cancer.  Their 
payment  history  is  good.  The  Smiths  are  African  American. 

Armada  Mortgage  of  Raleigh  told  the  Smiths  that  they  could  reduce  their  monthly 
payments  by  consolidating  their  debt  and  refinancing  their  mortgage.  The  interest  rate 
they  were  told  would  be  8%.  At  closing  they  found  that  the  interest  rate  was  actually 
9.75%  -10.75%  APR.  The  monthly  payments  would  not  be  under  $1,450  as  promised, 
but  over  $1,700  a  month.  The  Smiths  were  charged  $7,400  to  originate  a  loan  of 
$172,000.  Their  existing  mortgage  of  $120,000  was  included  in  the  refinance  though  it 
its  rate  was  lower  than  8%. 

At  closing,  the  Smiths  discovered  that  there  was  a  balloon  payment  of  $1 50,000  on  a  total 
debt  of  $182,000  on  the  180""  payment  (15  year  term).  In  response  to  their  concerns,  the 
Smiths  were  promised  that  they  could  refinance  the  loan  to  a  lower  interest  rate  in  two 
months.  Being  too  polite  to  walk  out  of  the  deal  they  signed  the  loan  documents.  In  two 
months'  time,  the  Smiths  went  to  the  lender  to  get  the  promised  lower  interest  rate,  but 
were  told  they  could  not.  They  approached  another  lender  to  refinance,  but  were  told 
they  had  a  prepayment  penalty  of  six  months'  interest  if  they  refinanced  within  36 
months.  Six  months"  interest  is  equal  to  over  $8,500. 


*  Inside  B  and  C  Lending  November  29,  1999 

'  To  protect  the  privacy  of  these  borrowers,  their  names  have  been  changed. 
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This  loan  demonstrates  our  concerns  about  the  GSEs  entering  the  subprime  market.  The 
Smiths  have  a  good  credit  history,  but  were  charged  a  high  interest  rate  and  abusive  fees 
on  their  subprime  loan.  It  is  industry  practice  to  pay  a  yield  spread  premium  to  place  a 
subprime  borrower  in  higher  interest  rate  loans  than  they  deserve.  CRA-NC  is  concerned 
that  the  Smiths  may  have  been  steered  into  a  higher  interest  rate  loan  than  what  they 
qualified  for. 

The  terms  and  conditions  of  the  Smith's  loan  are  harmful.  While  the  balloon  payment 
artificially  lowers  the  monthly  payment,  the  principle  will  not  be  repaid.  The  prepayment 
penalty  either  assures  that  the  Smiths  do  not  refinance  for  a  better  loan  or  that  they  pay  a 
premium  for  doing  so.  The  high  origination  fee  of  $7,400  was  not  justified  by  the  work  it 
took  to  originate  this  loan.  The  effect  of  the  Smiths  loan  is  to  strip  wealth,  not  build  it, 
through  high  fees,  a  high  interest  rate  and  a  high  prepayment  penalty. 

This  loans,  and  others  made  by  Option  One,  are  made  in  an  unregulated  environment. 
HUD  or  the  FTC  evaluate  both  the  originator  and  the  wholesale  lender  only  if  a 
significant  number  of  complaints  are  filed.  Both  lenders  involved  in  this  case  are  exempt 
from  registering  with  the  North  Carolina  Banking  Commission. 

Armada  Mortgage,  the  loan  originator,  or  "table  lender"  sold  the  Smith's  loan  to  Option 
One.  As  described  before,  Option  One  partners  with  Freddie  Mac  to  sell  securities. 
Freddie  Mac  provides  liquidity  to  Option  One,  allowing  it  to  make  and  purchase  more 
such  abusive  loans. 

Fair  Housing  Compliance  Questioned 

The  GSEs  are  prohibited  by  the  Fair  Housing  Act  from  discrimination  in  making  or 
purchasing  mortgages  in  pricing,  access,  terms  or  conditions. 

Sec.  805  (42  U.S.C.  3605)  of  the  Fair  Housing  Act  reads: 

"It  shall  be  unlawful  for  any  person  or  other  entity  whose  business  includes  engaging  in 
residential  real  estate  -  related  transactions  to  discriminate  against  any  person  in 
making  available  such  a  transaction,  or  in  the  terms  or  conditions  of  such  a  transaction, 
because  of  race,  color,  religion,  sex,  handicap,  familial  status  or  national  origin,   (b) 
Definition. — As  used  in  this  section,  the  term  "residential  real  estate-related  transaction  " 
means  any  of  the  following:  (1)  The  making  or  purchasing  of  loans  or  providing  other 
financial  assistance.  (A)  for  purchasing,  constructing,  improving,  repairing,  or 
maintaining  a  dwelling;  or  (B)  secured  by  residential  real  estate.  " 

In  North  Carolina,  HMDA  data  show  that  Freddie  Mac  lends  more  of  its  prime  portfolio 
to  whites  than  blacks  when  compared  to  the  market.  At  the  same  time  it  is  providing 
assistance  in  the  purchase  of  loans  that  have  a  high  level  of  pricing  problems,  harmful 
terms  and  conditions.  These  loans  aie  five  time.s  more  likely  to  be  located  in  black 
neighborhoods  than  white  neighborhoods.  These  policies  result  in  a  disparate  impact  in 
the  terms,  conditions,  pricing  and  access  between  white  and  African  American 


^r  ^'^A    f\f\ 
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communities.  Funding  subprime  lending  fuels  the  separate  and  unequal  credit  markets 
that  currently  exist. 


Percent  Loans  Made  or  Purchased* 
in  Minority  Census  Tracts  in  NC,  1998 


20% 

18% 

16% 

14% 

12% 

10% 

8% 

6% 

4% 

2% 

0% 


19% 


"7K" 


2% 


Fannie  Mae      Freddie  Mac      Option  One 


Percent  Loans  Made  or  Purchased* 
to  Minority  Housholds  in  NC,  1998 
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Fannie             Freddie          Option  One 

('Fannie  Mae  and  Freddie  Mac  purchases  of  prime,  single-family  home  purchase  or  refinance  loans. 
Option  One  originations  of  single-family  mortgages  in  North  Carolina  in  1998.) 


Safety  and  Soundness  Concerns 

The  Smiths  will  be  strained  to  make  their  mortgage  payments.  If  they,  or  others  like 
them,  default  on  their  loans,  it  will  mean  losses  for  the  GSEs.  High  default  rates  may  not 
affect  the  safety  and  soundness  of  the  GSEs  at  their  current  level  of  involvement  in  the 
subprime  market,  but  as  they  become  more  involved,  it  may  become  a  problem. 

However,  our  neighborhoods  definitely  can  not  afford  high  default  rate  stemming  from 
these  loans.  Let  me  be  on  the  record  predicting  that  foreclosure  rates  in  minority 
neighborhoods  fi-om  these  high  cost  loans  will  become  a  significant  problem  in  the 
coming  years.  In  the  future,  this  committee  will  return  to  the  issue  of  how  the  financial 
markets  played  a  role  in  spurring  high  default  rates  and  the  decline  of  our  neighborhoods. 

Solutions 


Corporate  Responsibility 

What  are  the  remedies?    One  is  to  for  the  GSEs  to  adopt  self  guiding  principles  in 
purchasing  subprime  loans  as  recommended  by  consumer  groups.  These 
recommendations  are  attached.  Fannie  Mae  has  agreed  to  all  of  these  policies  -  except 
the  application  of  prepayment  penalties  to  wraps.  Another  recommendation  is  to  commit 
more  financial  and  human  resources  to  the  task  of  community  lending.  A  list  of 
recommended  actions  for  North  Carolina  is  attached.  Again  Fannie  Mae  has  made  a 
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concerted  effort  to  make  a  difference  in  North  Carolina  it  is  appreciated.  Freddie  Mac  is 
beginning  to  invest  more  with  the  establishment  of  a  new  community  development 
lending  office  in  North  Carolina,  and  we  look  forward  to  more. 

Regulatory  Reform 

CRA-NC  believes  that  HUD  has  the  authority  to  define  the  entry  into  subprime  lending 
as  a  new  program  and  to  exercise  its  oversight  to  draw  the  boundaries  of  what  should  and 
should  not  be  allowed. 

Specifically,  the  GSEs  should  not  be  allowed  to  receive  credit  for  affordable  housing 
goals  that  are  not  monitored  for  compliance  with  fair  housing  laws,  that  have  prepayment 
penahies,  origination  fees  over  3%,  or  single-premium  credit  life  insurance. 

HUD  does  need  to  be  given  congressional  authority  to  have  an  onsite  presence  at  the 
GSEs  to  monitor  for  fair  housing  and  program  compliance.    Just  as  other  financial 
institutions  pay  fees  for  the  benefit  of  being  federally  regulated  -  so  too  should  the  GSEs 
support  adequate  staffing  to  monitor  for  compliance  purposes. 

OFHEO  needs  congressional  authority  to  look  for  consumer  compliance  issues  as  a  safety 
and  soundness  issue.  Historically  Freddie  purchased  loans  only  fi-om  regulated 
institutions.  This  is  no  longer  true  and  oversight  is  needed. 

A  new  regulatory  fi-amework  as  you  have  recommended  may  indeed  be  needed  if 
changes  to  the  existing  system  are  inadequate.  But  even  a  new  regulatory  body  may  not 
exercise  its  legal  or  moral  authority  to  change  the  institution's  practices.  That  is  up  to  us 
today. 

Thank  you  very  much. 


254 


Principles  for  Responsible  Lending 

Predatory  lending  is  any  unfair  credit  practice  that  harms  the  borrower  or  supports  a 
credit  system  that  promotes  inequahty  and  poverty.  Financial  institutions  are  called  upon 
to  follow  these  Principles  for  Responsible  Lending  to  end  predatory  practices  and  to 
provide  credit  in  a  fair  manner,  free  of  discrimination  and  harm. 

1 .  Targeting  and  outreach:  Loans  marketed  to  minorities,  elderly,  or  low-wealth 
borrowers  will  have  fees  and  rates  no  higher  than  loans  aimed  at  the  general  public. 

2.  Loan  fees:  Consumer  loans  will  not  have  total  upfront  charges  greater  than  3%  of 
the  loan  amount. 

3.  Rates:  Interest  rates  are  set  by  a  nondiscriminatory,  consistent,  and  rational  method 
in  which  price  relates  to  actual  loan  risk. 

4.  Prepayment:  No  prepayment  penalty  will  be  offered  on  subprime  loans. 

5.  Steering:  Lenders  will  not  provide  employee  or  third  party  incentives  to  steer 
minority,  elderly,  or  low-wealth  borrowers  to  loans  that  have  higher  fees  or  interest 
rates  than  the  borrower's  credit  history  would  warrant. 

6.  Credit  insurance  and  loan  packing:  Credit  insurance  and  other  loan  extras  will  not, 
directly  or  indirectly,  be  financed  into  the  loan  amount. 

7.  Flipping:  A  loan  will  not  be  refinanced  where  the  total  cost  of  the  loan  is 
disproportionate  to  the  total  benefit  to  the  borrower. 

8.  Yield  spread  premiums:  Firms  will  neither  pay  nor  receive  indirect  compensation 
from  lenders  to  a  loan  broker/lender  that  rewards  a  broker  or  lender  for  placing  a 
borrower  in  a  loan  with  higher  fees  or  interest  rates  than  required  by  the  borrower's 
creditworthiness. 

9.  Financing  predatory  lenders:  Financial  institutions  will  not  make  direct  or  indirect 
investments  or  loans  to  firms  with  a  documented  history  of  predatory  lending 
practices. 

10.  Credit  reporting:  Lenders  will  report  accurately  to  credit  bureaus  the  payment 
records  of  low-wealth  borrowers  so  that  favorable  refinancing  is  a  viable  option  for 
the  borrower. 

1 1.  Payoffs  and  servicing  history:  There  will  be  no  delays  in  posting  payments  or 
providing  payoff  quotes,  or  other  practices  that  increase  a  borrower's  loan  payoff 
balance  or  hinder  the  borrower's  ability  to  refinance  to  a  more  favorable  loan. 

12.  Collections:  Collection  calls  and  notices  will  be  respectftil  and  reasonable. 

13.  Education:  Reasonable  efforts  will  be  made  to  insure  that  customers  understand  the 
terms  of  the  loans  they  receive.  Lenders  will  financially  support  community  based 
financial  counseling. 

14.  Reinvestment:  Lenders  will  demonstrate  a  commitment  to  serve  and  reinvest  in  all 
of  the  financial  institution's  customer  communities. 
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Community  Lending  Initiatives 

The  Community  Reinvestment  Association  of  North  Carolina  proposes  these 
actions  steps  and  goals  for  GSEs  to  increase  loan  purchases  in  minority, 
rural  and  low-income  areas  on  a  flow  basis  in  North  Carolina. 

*  Increase  purchase  of  bank  CRA  portfolios  to  at  least  $200  million  a 
year. 

*  Increase  clean  subprime  product  program  in  North  Carolina.  These 
programs  should  be  expanded  to  other  lenders  and  tied  in  with  the 
redevelopment  efforts  of  Eastern  North  Carolina. 

*  Develop  partnerships  with  small  rural  banks  to  provide  greater 
liquidity.  We  recommend  adding  new  small  banks  to  your  client  pool  and 
increasing  loan  purchases  for  rural  areas. 

*  Establish  a  relationship  with  Mechanics  and  Fanners  Bank  and 
Mutual  and  Savings  Bank,  Millennium  Bank  (minority  owned  banks). 

We  propose  these  actions  to  increase  GSEs  investments  and  contributions  in 
the  community  development  sector  of  North  Carolina. 

*  Provide  financial  support  for  housing  and  credit  counseling  programs 
through  our  statewide  collaborative  initiative. 

*  Develop  partnerships  with  state  and  local  nonprofits  to  finance 
development  of  low-income  housing  and  redevelopment  efforts. 

*  Invest  in  Low  Income  Housing  Tax  Credits  through  North  Carolina 
institutions.     . 

*  Purchase  of  Mortgage  Revenue  Bonds  from  the  North  Carolina 
Housing  Finance  Agency. 

*  Invest  in  the  Community  Investment  Corporation  of  North  Carolina 
pool  of  multi-unit  financing. 
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WILLIAM  MICHAEL  CUNNINGHAM 
Registered  Investment  Advisor 


TESTIMONY  BY  WILLIAM  MICHAEL  CUNNINGHAM 

Before  the 
HOUSE  BANKING  SUBCOMMITTEE  ON  CAPITAL 

MARKETS,  SECURITIES 
AND  GOVERNMENT  SPONSORED  ENTERPRISES 

Thank  you,  Mr.  Chairman,  Representative  Kanjorski,  Members  of  the  Subcommittee,  for  giving  me  the  opportunity 
to  testify  on  the  supervision  and  regulation  of  government  sponsored  enterprises,  or  GSE's.  Your  bill,  H.R.  3703,  the 
Housing  Finance  Regulatory  Improvement  Act,  comes  at  a  critical  time.  The  bill  proposes  a  new  regulatory  structure 
for  three  government-sponsored  enterprises  (GSE's).  Given  the  importance  of  this  legislation,  I  am  honored  to  have 
an  opportunity  to  comment.  It  is  appropriate  to  note,  however,  that  my  comments  represent  my  own  views  and  are 
not  meant  to  represent  the  views  of  my  employer,  the  Board  of  Pensions  of  the  Evangelical  Lutheran  Church  in 
America.  Nor  do  my  views  represent  opinions  from  the  GSE's  themselves  or  Wall  Street.  I  come  before  this 
Committee  as  an  independent  investment  analyst.' 

I  will  divide  my  remarks  into  five  parts:  fu^st,  a  general  discussion  on  social  investing;  second,  a  description  of  the 
GSEs'  role  in  social  investing;  third,  background  information  on  my  activities  in  both  social  investing  and  the 
secondary  mortgage  markets.  Fourth,  I  will  outline  my  concerns  with  GSE  performance  in  fulfilling  their  public 
purpose  mission.  I'll  end  with  my  view  on  certain  aspects  of  the  Baker  bill 


Social  Investing 


"Social  investing"  describes  a  style  of  investing  combining  a  desire  to  maximize  financial  return  with  an  attempt  to 
maximize  social  "good."  Many  believe  social  investing  began  with  the  Religious  Society  of  Friends,  better  known  as 
the  Quakers.  In  1 758,  the  Quaker  Philadelphia  Yearly  Meeting  prohibited  members  from  participating  in  the 
business  of  buying  or  selling  humans.  Religious  institutions  have  been  at  the  forefront  of  social  investing  ever  since. 
(In  the  interest  of  full  disclosure,  I  feel  it  appropriate  to  note  that  I  am  a  Quaker.) 


'  I  hold  MA  and  MBA  degrees  from  the  Department  of  Economics  and  the  Graduate  School  of  Business  at  the 
University  of  Chicago,  and  earned  my  BA  degree  from  Howard  University  in  Washington,  D.C.  I  am  registered  with 
the  U.S.  Securities  and  Exchange  Commission  as  an  investment  advisor.  From  1987  to  1988  I  was  a  Security  Sales 
Representative  with  Freddie  Mac. 
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In  general,  social  investors  favor: 

•  Environmentally  responsible  corporate  practices'. 

•  Corporate  practices  that  support  workforce  diversity.'. 

•  Corporate  practices  that  result  in  increased  product  safety  and  quality^. 

Social  investing  preferences  are  broad,  however.  Certain  social  investors  prefer  not  to  invest  in  companies  involved 
in  the  production  of  medical  equipment  used  in  performing  abortions,  for  example. 

According  to  a  study  released  by  the  Social  Investment  Forum  (SIF),  a  nonprofit  professional  association  dedicated 
to  promoting  socially  responsible  investing,  more  than  $2  trillion  is  now  invested  in  a  socially  responsible  manner  in 
the  U.S.  Social  investments  now  account  for  about  13  percent  of  the  estimated  $16.3  trillion  under  professional 
management  in  the  U.S. 


Social  Investing  Strategies 

Social  investors  use  three  basic  strategies,  outlined  below. 

SCREENING  excludes  certain  securities  from  portfolios  based  on  social  criteria.  For  example,  many  socially 
responsible  investors  screen  out  tobacco  company  investments.  Recently,  "CalSTRS  (California  State  Teachers' 
Retirement  System)  announced  the  removal  of  more  than  $237  million  in  tobacco  holdings  from  its  investment, 
portfolio  after  6  months  of  fmancial  analysis  and  deliberations."  This  is  an  example  of  a  social  screen  at  work. 

SHAREHOLDER  ACTIVISM.  Shareholder  activism  efforts  attempt  to  positively  influence  corporate  behavior. 
These  efforts  include  initiating  conversations  with  corporate  management,  or  dialoging,  on  issues  of  concern,  and 
submitting  and  voting  proxy  resolutions.  TTiese  activities  are  undertaken  with  the  belief  that  social  investors, 
working  cooperatively,  can  steer  management  on  a  course  that  will  improve  fmancial  performance  over  time  and 
enhance  the  well  being  of  the  stockholders,  customers,  employees,  vendors,  and  communities. 

POSITIVE  INVESTING  involves  making  investments  in  activities  and  companies  believed  to  have  high  and 
positive  social  impact.  Positive  investing  activities  tend  to  target  underserved  communities.  These  efforts  support 
activities  designed  to  provide  mortgage  and  small  business  credit  to  minority  and  low-income  commimities.  It  is  in 
this  area  that  Fannie  and  Freddie  are  most  active.  According  to  their  web  sites: 

"Freddie  Mac  is  a  stockholder-owned  corporation  chartered  by  Congress  to  increase  the  supply  of  money  that 
mortgage  lenders,  such  as  commercial  banks,  mortgage  bankers,  savings  institutions  and  credit  unions,  can  make 
available  to  homebuyers  and  multifamily  investors." 

and 

"Fannie  Mae  is  a  private,  shareholder-owned  company  that  works  to  make  sure  mortgage  money  is  available  for 
people  in  communities  all  across  America.  We  do  not  lend  money  directly  to  home  buyers.  Instead,  we  work  with 
lenders  to  make  sure  they  don't  run  out  of  mortgage  funds,  so  more  people  can  achieve  the  dream  of 
homeownership.  "Fannie  Mae  is  "the  country's  third  largest  corporation,  in  terms  of  assets,  and  the  nation's  largest 
provider  of  funds  for  home  mortgages.  " 


These  practices  give  rise  to  "increased  potential  for  cost  savings  in  energy,  water,  land,  and  raw  materials;  reduced 
clean-up  costs;  decreased  chance  for  legal  liabilities;  improved  public  image  and  community  relations." 

These  practices  give  rise  to  "enhanced  global  competitive  edge  resulting  from  a  greater  range  of  skills  and 
perspectives;  greater  ability  to  attract  and  retain  talented  employees  from  a  broad-based  labor  pool;  reduced 
likelihood  of  EEO  lawsuits  and  negative  publicity." 

These  practices  give  rise  to  "decreased  chance  for  product  liability  lawsuits  (e.g.,  tobacco);  greater  satisfaction  and 
loyalty." 
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Clearly,  these  are  positive  investing  activities.  Carried  out  consistently,  these  activities  have  high  and  positive  social 
impact ' 

Background:  Socially  responsible  investing  and  the  secondary  mortgage 
markets 

Let  me  now  speak  about  my  eflbrts  in  both  socially  responsible  investing  and  the  secondary  mortgage  markets. 

In  a  1996  article  in  the  Washington  Post,  I  commented  that: 

"It  seems  their  (Freddie  and  Fannie's)  primary  mission  has  been  completed  and  completed  successfully.  Now  its  tinje 
to  look  for  a  different  mission,  which  could  include  finding  mortgage  money  for  low  income  parts  of  the  District  and 
housing  the  homeless." 

Others  have  echoed  this  sentiment.  Federal  Reserve  Board  Chairman  Alan  Greenspan  noted,  in  a  letter  to  the 
Chairman  of  this  Committee  dated  5/19/2000, 

"(The  GSE's)  were  each  chartered  with  the  purpose  of  smoothing  out  regional  imbalances  in  mortgage  supply  and 
integrating  regional  mortgage  markets  into  the  national  capital  markets.  Much  to  their  credit,  they  succeeded  in 
accomplishing  this  goal  many  years  ago." 

Mr.  Chairman,  I  believe  it  is  time  to  renew,  refocus  and  broaden  the  mission  of  the  GSE's.  I  believe  the  first  step  in 
doing  so  requires  the  adoption  of  a  new  regulatory  framework,  as  outlined  in  your  bill. 

With  respect  to  their  mission,  I  would  like  to  see  the  GSE's  become  much  more  active  in  the  low  end  of  the  housing 
market  ($127,000  versus  the  current  Fannie/Freddie  maximum  loan  limit  of  $227,150).  Needs  in  this  area  are  great. 
According  to  HUD, 

•  The  housing  affordability  crisis  facing  very- low- income  renters  continues  to  worsen  as  5.4  million  renter 
households,  a  record  high,  are  experiencing  worst  case  needs  for  housing  assistance. 

•  The  nimiber  of  working  families  with  worst  case  housing  needs  has  increased  sharply  since  1991. 

•  The  stock  of  rental  units  that  are  affordable  to  extremely  low-income  renters  has  continued  to  shrink,  with 
even  sharper  decreases  in  units  that  are  both  affordable  and  available  to  these  renters. 

•  Worst  case  needs  have  become  more  concentrated  among  families  with  extremely  low  incomes. 

•  Worst  case  needs  have  increased  most  quickly  in  minority  households,  particularly  among  working  famiUes 
with  children. 

•  Very-low-income  families  remain  most  likely  to  face  worst  case  problems  when  they  live  in  the  suburbs. 

In  looking  for  a  new,  broader  public  mission,  I  suggest  the  GSE's  also  focus  on  housing  markets  populated  by 
minorities  and  women.  Devoting  even  a  small  percentage  of  GSE  mortgage  financing  activity  to  markets  populated 
by  persons  of  low  to  moderate  income,  minorities  and  women  will  help  even  the  distribution  of  income  and  wealth, 
contribute  to  domestic  political  and  economic  stability,  and  earn  a  competitive  return.  It  is  my  belief  that  investors, 
women,  and  minorities  are  all  well  served  by  these  efforts.  Further,  I  believe  it  is  possible  to  create  targeted 
mortgage  investments  and  portfolios  that  perform  well  financially  and  that  address  social  concerns.  I  have 
uncovered  many  investment  opportunities  of  this  type.  Let  me  describe  one  such  investment  opportunity. 

Prior  to  joining  the  Board  of  Pensions  of  the  ELCA  in  1999, 1  served  as  CEO  of  Creative  Investment  Research,  an 
independent  investment  research  and  management  firm  I  founded  in  1989.  The  firm  specialized  in  socially 
responsible  investing.  My  background  in  finance  and  investing  led  me  to  develop  several  socially  responsible 
community  investment  products.  One  of  these  was  a  set  of  mortgage-backed  securities  originated  by  financial 
institutions  owned  by  minorities  and  women  and  serving  areas  of  high  social  need.  As  noted  in  the  American  Banker 


"CBO  Faults  Subsidies  for  2  Finance  Firms,"  The  Washington  Post,  Thursday,  May  30,  1996.  Page  D-9. 
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Newspaper'',  I  was  the  first  investment  advisor  to  create  a  mortgage-backed  security  (MBS)  composed  entirely  of 
loans  from  minority  and  women  owned  financial  institutions.  Working  with  G.E.  Capital  ,  I  identified  minority 
owned  lenders  willing  to  participate  in  the  program,  arranged  G.E.  Capital's  participation  as  aggregator  of  the  loans 
originated  by  these  minority  owned  financial  institutions,  and  worked  to  place  these  MBS  pools  with  a  socially 
responsible  institutional  pension  fiind. 

Social  Investing  Concerns:  GSE's 

Given  their  public  purpose  and  mission,  social  investors  have  long  believed  Fannie  and  Freddie  to  be  both  positive 
investors  and  good  corporate  citizens.'  In  the  main  and  for  the  most  part,  they  are.  But,  I  have  been  troubled  by 
certain  aspects  of  GSE  corporate  behavior  over  the  years.  I  am  deeply  concerned  with  a  recently  issued  report  on 
GSE  home  mortgage  lending  to  minorities.  The  report,  issued  by  the  U.S.  Department  of  Housing  and  Urban 
Development,  showed  that,  in  1998,  "the  share  of  GSE  mortgages  going  to  minorities  trailed  the  national  average  of 
15.3  percent.  Fannie  Mae  lent  only  14  percent  and  Freddie  Mac  lent  only  12.2  percent  to  minorities. 

The  disparity  is  even  more  pronounced  in  mortgages  to  black  Americans.  While  the  total  market  for  mortgages  to 
blacks  is  5  percent,  Fannie  Mae  only  lent  3.2  percent  and  Freddie  Mac  lent  only  3.0." 

I  believe  I  can  explain  this  data.  A  history  of  discrimination  has  created  a  lack  of  data  on  black  bonowers,  making  it 
hard  to  predict  which  factors  affect  their  repayment  performance.  Cultural  and  community  differences  may  also 
affect  loan  performance.  It  is  unlikely  that  the  GSE's  have  an  ethnically  neutral  set  of  evaluation  criteria.  Lacking  a 
set  of  ethnically  neutral  loan  evaluation  tools,  both  Fannie  and  Freddie  lent  relatively  fewer  dollars  to  African 
Americans  than  others  did.  In  essense,  the  GSE's  may  have  incorrectly  assessed  home  mortgage  loan  risk  in 
minority  markets.  By  reducing  the  flow  of  mortgages  to  minorities,  GSE's  may  have  ignored  profitable  lending 
opportunities.  This  behavior  reduces  GSE  income  and  stifles  the  flow  of  mortgage  credit.  This,  I  think  we  all  agree, 
is  contrary  to  their  Congressionally  mandated  mission. 

We  have  seen  other  financial  institutions  repeat  this  behavior.  On  October  22,  1998,  Freddie  Mac  Board  member 
and  economist  Henry  Kaufman,  speaking  of  the  Russian  fmancial  crisis,  noted  in  the  Washington  Post  that: 

"All  the  problems  pervadmg  Wall  Street  just  can't  be  blamed  on  outside  forces.. Institutions  have  incorrectly 
assessed  risk.  If  they  had  done  their  due  diligence,  a  lot  of  this  (the  Russian  financial  crisis)  mess  would  not  have 
happened." 

Likewise,  all  of  the  uncertainty  Freddie  and  Fannie  now  face  cannot  be  blamed  on  outside  forces,  like  Congress, 
HUD,  or  incorrectly  interpreted  statistics.  I  agree  with  Chairman  Greenspan  when  he  said; 

^    "The  history  of  financial  involvement  in  increasing  home  ownership  is  one  of  taking  risks  -  of  designing  new 
J     \     financial  instruments  and  financial  products  to  make  financial  resources  available  so  that  more  people  can  realize  the 
'\P        goal  of  home  ownership.  Taking  prudent  risks  in  lending  so  that  others  may  attain  an  objective  is  the  essential  role 
of  3  fmancial  intermediary..."'  I  suggest  the  GSE's  renew  their  involvement  in  the  home  ownership  process  by 
designing  new  financial  products  tailored  to  the  needs  of  homebuyers  in  the  lower  end  on  the  market,  enabling  and 
facilitating  others  as  they  take  the  prudent  lending  risks  outlined  above. 


'  "Security  Backed  Exclusively  By  Minority  Loans,"  American  Banker  Newspaper,  Friday  December  2,  1994,  Page 

10. 

'  G.E.  Capital  is  no  longer  in  the  residential  mortgage  business. 

'  Both  Fannie  Mae  and  Freddie  Mac  have  received  numerous  corporate  citizenship  awards,  such  as:  "Faimie  Mae  - 

Best  Company  to  Work  for  in  Washington,  D.C.,  Metro  Area,  Washingtonian  Magazine  -  November  1999,  "Fannie 

Mae  -  One  of  the  100  Best  Companies  for  Working  Mothers,"  Working  Mothers  -  September  1999. 

'  These  quotes  are  taken  from  comments  made  by  Chairman  Alan  Greenspan  at  The  Social  Compact  Awards 

Luncheon,  San  Francisco,  August  1995. 
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Both  Freddie  and  Fannie  dispute  the  HUD  numbers.  I  expect  the  debate  concerning  GSE  performance  in  this  area  to 
be  a  hvely  one.  However  one  views  the  statistics,  I  think  we  can  all  agree  that  much  remains  to  be  done  in  this  sector 
of  the  home  mortgage  market. 

Other  Concerns 

It  is  certainly  appropriate  for  Congress  to  review  both  GSE  financial  performance  and  their  public  mission 
performance.  It  is,  therefore,  important  that  GSE  management  understand  Congress  has  a  legitimate  role  in 
reviewing  their  activities,  both  from  the  standpoint  of  financial  safety  and  soundness  and  with  respect  to  the 
performance  of  the  GSE's  in  carrying  out  the  public  mission  for  which  they  were  chartered.  I  note  that  the  Chairman 
has  been  examining  GSE  activities  since  at  least  1996. 

H.R. 3703 

Mr.  Chairman,  I  would  now  like  to  turn  to  your  legislative  proposal. 

Promoting  Private  Market  Discipline 

I  support  repealing  the  GSEs'  conditional  line  of  credit  with  the  Treasury.  I  agree  with  Treasury  Under  Secretary 
Gary  Gensler  when  he  stated,  in  testimony  on  March  22,  2000  before  this  Committee,  that:  "Repeal  of  the  line  of 
credit  would  be  consistent  with  the  congressional  requirement  that  all  GSE  securities  carry  a  disclaimer  that  they  are 
not  obligations  of  the  U.S.  government." 

Increasing  Transparency 

I  support  provisions  in  the  bill  that  increase  transparency.  I  support  provisions  in  the  bill  that  require  the  GSE's  to 
receive  an  annual  credit  rating  from  nationally  recognized  statistical  rating  organizations.  Such  an  examination 
would  significantly  improve  transparency  by  providing  an  independent  and  objective  opinion  concerning  the  GSE's 
fmancial  condition. 

I  also  suggest  that  the  GSE's  be  subject  to  a  "Social  Audit."  A  Social  Audit  is  an  examination  of  the  performance  of 
an  enterprise  relative  to  certain  social  objectives.  The  GSE's  are  currently  subject  to  a  limited  social  audit:  central 
city  and  minority  lending  goals  have  been  established  and  progress  GSE's  make  in  meeting  those  goals  is  reviewed 
annually.  I  am  suggesting,  however,  that  the  GSE's  be  subject  to  a  more  detailed  and  rigorous  social  audit  covering 
all  aspects  of  their  operations.  Congress  may  want  to  specify,  in  detail,  which  social  objectives  should  be  measured. 

For  the  GSE's  the  major  benefits  of  a  social  audit  are: 

•  Improved  accountability  with  respect  to  social  and  community  investment  activities 

•  Increased  social  efficiency  and  effectiveness 

•  Increased  ability  to  effectively  monitor  and  steer  social  performance 

•  Social  achievements  reported  in  an  unbiased  manner 

Promoting  Market  Competition 

I  support  provisions  in  the  Bill  to  further  encourage  market  competition. 

Structural  issues 

I  support  the  creation  of  a  fijlly  independent  GSE  regulator.  I  fiirther  suggest  this  regulator  not  part  of  the  executive 
branch.  As  an  alternative,  the  Chairman  may  wish  to  consider  designating  the  Federal  Reserve  Board  the  primary 
GSE  financial  institution  regulator. 

I  believe  the  Fed  will,  one  day  soon,  need  to  oversee  the  activities  of  banks,  thrifts,  pension  funds,  insurance 
companies,  mutual  fund  companies,  brokerage  firms  and  investment  banks.  Recent  advancements  in  fmancial  and 
computer  technology  require  the  creation  of  such  a  strong  central  bank. 
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Role  of  the  Executive  Branch  in  regulating  GSE's. 

I  strongly  suggest  that  the  Executive  Branch's  role  in  regulating  GSE's  be  limited.  Recent  incidents  suggest  that 
political  interference  may  limit  Executive  branch  regulatory  effectiveness  and  objectivity.  1  refer  the  Committee  to 
one  such  incident: 

"A  top  federal  bank  regulator,  responding  to  concerns  over  possible  polilical  interference  in  bank  examinations,  has 
ordered  his  staff  to  quit  fielding  a  list  of  friendly  bankers  to  support  a  controversial  fair  lending  law. 

John  D.  Hawke  Jr.,  acting  Comptroller  of  the  Currency,  told  his  staff  in  a  memo  issued  Friday  that  bank 
examinations  must  be  'kept  completely  free  from  even  the  appearance  of  being  influenced  by  political  considerations.'  The 
comptroller,  an  arm  of  the  Treasury  Department,  regulates  2,600  national  banks."'" 

We  have  observed  this  type  of  inappropriate  behavior  before,  preceding  the  S&L  Crisis  of  the  1980's,  and  more 
recently,  with  the  Community  Development  Financial  Institution  program,  a  fmancial  institution  program 
administered  by  the  U.S.  Treasury.  According  to  the  House  Banking  Committee: 

'$37  Million  Clinton  Inner-City  Loan  Fund  in  Disarray  and  subject  to  Political  Cronyism.  1  in  3  Grants  To  First 
Lady's  Favorite. 

A  $37  million  Clinton  Administration  campaign  centerpiece  designed  to  overcome  perceived  Inequities  In  bank 
lending  to  poor  and  Inner-clly  clients  appears  to  be  In  disarray.  Is  without  adequate  standards  for  making  grants,  and  has  at 
least  the  appearance  of  conflicts  of  Interest  that  "raises  questions  concerning  the  fairness  of  the  system,'  a  senior  House 
Banking  Commlnee  member  said  today."" 

In  this  case,  critical  federal  assistance  and  funding  was  determined  to  have  been  distributed,  in  part,  based  on 
political  ties  and  not  on  efficiency,  market  requirements,  performance  or  need.  Given  this,  I  believe  making  an 
executive  branch  agency  the  chief  GSE  institution  regulator  may  have  harmful  consequences.  The  Federal  Reserve 
System,  an  independent  body,  is  not  subject  to  and  has  not  been  shown  to  engage  in  this  type  of  politically  biased 
regulatory  interference 

Conclusion 

In  an  interdependent  fmancial  world,  with  capital  and  information  flows  often  determining  the  short-term  fate  of 
nations,  it  is  entirely  appropriate  for  this  committee  to  review  the  proper  role  and  function  of  the  GSE's.  Given  the 
speed  with  which  capital  market  destabilization  can  occur,  as  shown  during  the  Long  Term  Capital  Management 
(LTCM)  incident,  the  creation  of  a  strong,  unbiased,  and  politically  independent  GSE  regulator  is  essential. 

As  many  who  have  come  before  this  committee  have  noted,  domestic  housing  finance  markets  are  currently  broad 
and  well  fiinctioning.  These  markets  have  been  the  beneficiaries  of  an  unprecedented  increase  in  financial  market 
activity  and  asset  values.  GSE  shareholders  have  profited  greatly  as  a  resuh.  Now  is  the  time  to  review  GSE 
financial  and  social  performance.  By  so  doing,  we  are  likely  to  insure  that  GSE  shareholders  continue  to  prosper  and 
the  nation  continues  to  enjoy  the  world's  best  housing  finance  markets. 

This  Committee  has  done  this  country  a  great  service  by  focusing  public  attention  on  the  GSEs.  In  this  way,  the 
Committee  continues  to  meet  its  obligation  to  enhance  the  long  term  stability  of  the  U.S.  financial  system.  I  applaud 
the  Committee  for  doing  so  in  a  balanced,  thoughtful  manner. 


'"Complaints  Prompt  U.S.  Bank  Regulator  to  Warn  Staff  on  Contacts.  By  Robert  Wells.  Washington,  Feb.  8,  1999. 
(Bloomberg) 

"  Press  release  from  the  U.S.  House  Banking  Committee,  issued  by  U.S.  Representative  Spencer  Bachus,  (AL  -  6*.) 
Dated  May  15, 1997.  http://www.house.gov^anking/5I597bpr.htm. 
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Statement  of  the  Honorable  Walter  E.  Fauntroy 

Before  the  House  Subcommittee  on  Capital  Markets,  Securities,  and 

Government  Sponsored  Enterprises 

June  15,  2000 

Thank  you  Chairman  Baker,  Ranking  Member  Kanjorski  It  is  good  to  be  back  here  in 
this  very  familiar  room  and  to  see  so  many  familiar  faces  I  came  to  the  congress  in  1971  and 
spent  the  better  part  of  the  next  twenty  years  helping  to  shape  landmark  legislation  in  the  field  of 
Banking,  Finance  and  Urban  Affairs.  I  was  for  six  years  chair  of  the  subcommittee  on  Domestic 
Monetary  Policy  and  for  another  four  years  chair  of  what  we  called  the  subcommittee  on 
International  Development,  Finance,  Trade  and  Monetary  Policy. 

Most  important,  I  brought  to  the  committee  the  valuable  expenence  of  having  conceived 
and  carried  out  a  unique  national  demonstration  project  right  here  in  our  nation's  capital  that 
coordinated  and  concentrated  all  available  federal  and  local  programs  in  a  very  successful  effort 
to  both  rehabilitate  and  build  anew  affordable  housing  for  the  low  and  moderate  income  families 
of  the  city.  It  was  a  project  that  enjoyed  the  bipartisan  support  of  both  the  Johnson  and  Nixon 
Administrations  I'd  like  for  you  to  take  a  look  at  a  front  page  story  that  appeared  in  the 
Washington  Post  back  in  1966  announcing  the  project,  and  also  an  article  done  by  Mary 
McGrory,  then  with  the  Washington  Star  newspaper,  that  appeared  four  years  later  applauding 
the  pivotal  role  that  President  Richard  Nixon  played  in  a  truly  bipartisan  effort  to  address  the 
crisis  we  were  experiencing  at  that  time  when  the  stock  of  affordable  housing  for  low  and 
moderate  income  housing  was  rapidly  disappearing. 

That  was  thirty  years  ago  I  am  here  today,  Mr.  Chairman  and  members  of  the 
committee,  because  of  a  single  disturbing  trend  in  the  nation  that  reflects  itself  most  acutely  right 
here  in  our  nation's  capital,  and  that  is  that,  despite  the  booming  economy,  worst  case  housing 
needs  are  more  severe  today  than  they  were  when  that  last  noble  bipartisan  effort  rescued 
thousands  of  Distnct  of  Columbia  families  from  homelessness  In  the  last  two  years,  our 
Section  8  waiting  list  in  the  Distnct  has  increased  by  29%,  our  public  housing  waiting  list  by 
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24%.  Time  on  our  waiting  lists  for  both  Section  8  and  public  housing  is  up  to  five  (5)  years.  The 
national  average  for  waiting  time  is  eleven  months. 

Let  me  refer  you  to  HDD's  most  recent  Report  to  Congress  on  Worst  Case  Housing 
Needs,  published  in  March  of  this  year.  It  informed  you  that  worst-case  housing  needs  reached 
an  all-time  high  of  5.4  million  households  and  that  there  are  now  600,000  more  worst  case 
households  today  than  there  were  in  1991  when  the  current  economic  recovery  began  -  a  rate 
of  increase  that  is  almost  twice  as  fast  as  overall  household  growth. 

That,  Mr  chairman,  is  precisely  why  I  have  requested  this  opportunity  to  appear  before 
the  Subcommittee  on  Capital  Markets,  Securities  and  Government  Sponsored  Enterprises  on 
H.R  3703  For  as  bad  as  things  are  today,  we  would  be  infinitely  worse  off  had  it  not  been  for 
the  wisdom  of  the  Congress  in  focusing  our  housing  GSEs  more  sharply  on  the  task  of  providing 
access  to  affordable  homeownership,  and  providing  a  regulatory  structure  to  assure  that  that 
mission  is  accomplished. 

I  recall  so  very  well  the  energy  and  effort  that  committee  members  put  into  fashioning  the 
1992  Act  that  modified  the  GSEs'  charter  This  Act,  among  other  things,  created  the  GSEs' 
affordable  housing  goals,  strengthened  HUD's  role  as  the  GSEs'  mission  regulator,  and  created 
a  system  and  a  regulator  for  ensuring  these  companies  continued  to  be  financially  safe  and 
sound. 

I  have  spent  the  years  since  that  time  organizing  a  variety  of  economic  and  community 
development  initiatives  among  the  more  than  200  national  African  American  organizations  that 
make  up  the  national  network  vehicle  of  the  Congressional  Black  Caucus  that  I  head,  the 
National  Black  Leadership  Roundtable  I  can  report  to  you,  without  fear  of  successful 
contradiction,  that  the  foundation  that  we  created  in  the  1992  Act  has  provided  a  platform  for 
success  and  accomplishment  and  for  helping  many  groups  of  people  who  need  help  the  most. 
Fannie  Mae  and  Freddie  Mac  are  looking  at  housing  activities  that  support  healthy  community 
and  economic  development  in  ways  that  they  did  not  prior  to  the  1992  enhancements  They  are 
meeting  and  surpassing  their  housing  goals  and  providing  investment  and  support  for  much  of 
the  housing  development  that  has  taken  place  since  1992. 
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In  Washington  DC  and  in  communities  throughout  the  country,  these  mission-driven 
companies  have  helped  harness  private  capital  and  direct  it  toward  fulfillment  of  the  American 
dream  of  homeownership.     Let's  look  at  some  of  the  facts: 

•  Today,  our  national  homeo>vnership  rate  stands  at  an  historic  high  of  67% 

•  In  1993,  Fannie  Mae  served  35.6%  of  families  with  low-  and  moderate-income. 
Today,  under  goals  set  by  HUD,  50%  of  Fannie  Mae  and  Freddie  Mac's  business 
must  serve  low-  and  moderate-income  families,  and  I  will  be  watching  to  make  sure 
that  they  really  do  meet  this  goal. 

•  A  little  closer  to  home,  here  in  DC,  the  homeownership  has  risen  to  42%.  While  that 
needs  to  be  a  lot  higher,  it  sure  represents  a  lot  of  progress. 

•  Minority  homeownership  during  the  1990s  grew  tremendously  That's  not  to  say  that 
much  doesn't  remain  to  be  done  on  minority  homeownership  The  African-American 
homeownership  rate  today  is  over  47%  (up  from  42%  in  1993),  and  the  Hispanic 
homeownership  rate  is  close  to  46%  (up  from  39%  in  1993)  -  but  the  white 
homeownership  rate  is  over  73%. 

•  Our  GSEs  are  part  of  the  answer  to  narrowing  the  homeownership  gap  and  raising 
the  rate  of  minority  homeowners. 

These  are  significant  results,  and  these  are  results  that  should  not  be  taken  lightly  or 
dismissed  Any  effort  to  reform  or  change  the  current  structure  and  the  role  of  Fannie  Mae  and 
Freddie  Mac  must  look  at  the  huge  benefits  these  companies  provide  to  Americans,  and  the 
costs  "reforms"  would  mean  to  homeowners  Because  there  aren't  as  many  people  in  the 
African  American  community  who  own  houses,  my  community  would  be  hit  the  hardest  And, 
that  is  why  I  have  asked  for  the  first  time  since  I  left  the  Congress  to  testify  before  the  committee 
on  which  I  gave  twenty  years  of  my  life  as  a  member  Simply  put,  Mr.  Chairman,  this  proposed 
bill  would  raise  the  costs  of  homeownership  These  are  costs  that  already  are  too  high  for  many 
people  in  our  minority  communities. 

I  would  like  to  take  a  moment  to  challenge  some  of  the  points  made  by  critics  of  the 
GSEs.    There  are  those  who  assert  that  the  GSEs  should  no  longer  exist  -  that  whatever 
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market  failure  they  were  originally  created  to  address  has  t>een  remedied,  and  that  the  "private 
market",  without  the  GSEs,  can  fully  meet  the  housing  finance  needs  of  our  country.  I  don't 
believe  that  for  a  minute.  There  is  a  reason  why  Congress  -  why  this  Committee  -  has  seen 
the  need  to  enact  laws  like  the  Community  Reinvestment  Act.  It  is  precisely  t>ecause  this  so- 
called  "private  market",  left  to  its  own  devices,  will  not  serve  certain  segments  of  our 
communities  -  segments  where  it  is  perceived  that  the  risks  are  too  high  and  the  returns  too 
low.  This  is  not  to  say  that  everyone  can  and  should  be  a  homeowner  -  it  is  just  that  Congress 
has  determined  that  it  is  appropriate  to  create  additional  incentives  and  structures  to  push  the 
market  to  do  more  and  to  recognize  the  business  opportunities  of  non-traditional  markets. 

Mr.  Chairman,  I've  heard  complaints  about  Fannie  Mae  and  mission  creep,  and  pointing 
to  home  equity  loans  as  an  example. 

Let's  face  it,  today's  fancy  tenm  "home  equity  loan"  was  and  is  a  second  mortgage.  At 
least  that's  what  we  called  it  in  1984,  when  I  was  here  and  this  committee  explicitly  added 
second  loans  or  home  equity  loans  to  the  list  of  products  we  wanted  Fannie  Mae  to  buy.  We  did 
this  because  it  meant  that  second  mortgages,  which  lenders  priced  way  above  first  mortgages, 
would  come  down  in  price.  And  that  is  exactly  what  happened. 

Mr.  Chairman,  somebody  is  trying  to  fool  this  subcommittee.  It  is  the  people  who  say  that 
purchasing  home  equity  loans  is  outside  of  the  GSE  charters. 

This  is  not  true  -  as  we  set  it  up,  as  long  as  it  is  a  mortgage  home  loan  below  the 
conforming  limit,  Fannie  and  Freddie  can  buy  them  A  home  mortgage  loan  is  any  loan  for 
which  the  house  or  equity  in  the  house  is  security  Congress  gave  Fannie  and  Freddie  authority 
to  be  in  that  market  and  I  expect  that  means  that  prices  for  those  products  are  being  made 
cheaper  for  consumers  all  across  the  country     That's  good! 

But  promoting  affordability  is  not  the  only  good  that  is  coming  of  this — these  companies 
are  developing  unique  ways  of  helping  homeowners.  Reverse  annuity  mortgages — with 
adequate  consumer  safeguards — ^ttiat  help  the  elderly  tap  the  equity  in  their  home  w^ile  they 
continue  to  live  out  their  lives  there    Home  improvement  loans  that  help  consumers  maintain 
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and  improve  their  homes.  One  of  the  ideas  that  these  business  interests  are  criticizing  is  a 
partnership  t)etween  a  lender  and  Home  Depot.  I'm  particularly  supportive  of  that  idea;  it  helps 
the  average  borrower  get  decent  financing  and  makes  sure  that  the  home  improvement  work  is 
done  by  a  reputable  contractor.  It  keeps  consumers  out  of  the  hands  of  the  fly-by-night 
operators  who  work  hand  in  hand  with  predatory  lenders. 

Predictably  Mr.  Chairman,  many  of  the  complaints  against  Fannie  and  Freddie  are  t)eing 
brought  by  business  competitors  who  call  themselves  "the  private  sector,"  and  who  try  and  draw 
some  mythical  distinction  between  how  they  get  their  working  capital  and  how  Fannie  and 
Freddie  get  theirs. 

As  a  Member  of  Congress,  I  always  smiled  when  those  folks  would  visit  me  on  this 
subject.  They  have  access  to  cheaper  working  capital  because  of  federal  deposit  insurance  (for 
which  they  do  not  pay),  access  to  the  federal  home  loan  bank  advance  system,  and  the 
advantages  of  the  Federal  Reserve  System — but  they  call  themselves  pnvate  while  claiming 
that  Fannie  and  Freddie  are  part  of  the  government. 

As  I  said  earlier,  I  was  for  six  years  chair  of  the  House  Banking  Subcommittee  on 
Domestic  Monetary  Policy  Paul  Volcker  taught  me  then  what  Alan  Greenspan  confirms  even 
today  He  says  that  commercial  banks  and  thrifts  have  a  "13  basis  points  subsidy"  from  the 
federal  government.  That's  a  pretty  good  authority,  Alan  Greenspan.  So  if  Fannie  and  Freddie 
have,  as  some  believe,  an  "implicit  benefit  from  the  government,  which  even  CBO  claims  is 
largely  passed  onto  consumers,  how  much  of  the  very  real  bank  subsidy  Mr.  Greenspan  talked 
about  gets  passed  on??  I  suspect  very  little,  Mr  Chairman  But,  that  would  be  an  interesting 
question  for  the  Congressional  Budget  Office  to  answer. 

Mr.  Chairman,  I  know  that  some  of  the  witnesses  today  will  challenge  Fannie  Mae  and 
Freddie  Mac's  entry  into  the  subprime  market.  It  is  important,  as  many  on  this  subcommittee 
know,  to  draw  a  distinction  between  "subprime"  lending  and  "predatory"  lenders.  Subprime 
lending  can  legitimately  serve  the  needs  of  borrowers  who  have  had  some  credit  problems  in 
the  past      Predatory  lending — either  through  pricing  loans  with  very  high  interest  rates  or 
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engaging  in  practices  that  ultimately  rob  homeowners  of  the  equity  in  their  homes-is  very  bad! 
It  is  destroying  many  people  in  the  communities  I  work  with  -  and  it  must  be  stopped. 

I  expect  that  Fannie  Mae  and  Freddie  Mac  will  help  be  a  solution  to  the  predatory  lending 
problem.  They  can  do  this  by  identifying  huge  numbers  of  people  who  deserve  to  be  in  the  "A" 
market  and  rescuing  them  from  having  to  pay  more  for  their  mortgage  loan — this  is  a  valuable 
service  for  them  to  perform,  using  market  forces.  They  will  also  rescue  people  with  only  slightly 
impaired  credit,  who  are  now  paying  a  lot  more  for  mortgage  loans  over  what  lenders  can  offer 
these  same  borrowers  using  the  new  products  that  Fannie  and  Freddie  have  developed  to  help 
these  people. 

To  those  who  claim  that  this  market  will  stump  Fannie  Mae  and  Freddie  Mac  and  cause 
huge  losses,  I  say  sit  back  and  watch  Fannie  Mae  and  Freddie  Mac  are  the  best  risk  managers 
on  the  planet.  Not  only  are  their  credit  losses  low — but  also  they  have  been  leaders  in  helping 
their  lenders  work  with  borrowers  who  are  in  trouble,  so  that  these  lenders  forbear  on  delinquent 
loans  and  develop  workout  plans.  That's  why  their  losses  are  so  low — they  know  how  to 
manage  risk  up  front  and  they  know  how  to  manage  risk  when  the  going  gets  tough.  And  this 
good  work  helps  keeps  people  in  their  houses,  which  helps  keep  a  community  strong. 

Most  of  the  complaints  about  Fannie  and  Freddie  entering  the  subprime  markets  are  not 
coming  from  regulatory  authorities~HUD  wants  them  to  go  there — but  from  the  companies  who 
have  been  overcharging  millions  of  American  families.  And,  many  of  those  people  being 
overcharged  by  these  companies  are  minority  families  who  cannot  afford  to  be  overcharged. 

Every  Member  of  this  subcommittee  has  been  around  long  enough  to  know  that  "follow 
the  money"  is  always  a  good  thing  to  do  when  one  group  is  asking  Congress  to  do  something  to 
another  group.  Congress  chartered  Fannie  Mae  and  Freddie  Mac  we  knew  we  were  doing  that 
to  make  housing  more  affordable  for  consumers — we  weren't  doing  that  to  divide  the  market  up 
between  various  players. 

I  hope  this  committee  remembers  that  and  takes  great  care  not  to  do  anything  that  will 
limit  the  ability  of  Fannie  and  Freddie  to  come  up  with  new  products  that  help  meet  local  needs. 
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I  hope  the  members  of  this  committee  don't  listen  to  those  strange  allegations  about  "mission 
creep'  -  Fannie  Mae  and  Freddie  Mac  have  a  big  mission  and  they  are  working  hard  toward 
that  mission.  This  committee  gave  them  a  charter  telling  them  virtiat  they  can  do  and  they  are 
simply  moving  forward  to  meet  their  mission.  They  are  moving  -  but  not  outside  that  Charter. 
Congress  must  be  careful  to  not  set  up  a  regulatory  process  that  will  make  it  hard  for  Fannie 
Mae  and  Freddie  Mac  to  keep  on  moving  toward  that  mission.  I  have  to  say  that  I  find  it  strange 
that  the  chief  sponsors  of  this  bill  believe  more  regulation  and  more  government  intervention 
makes  for  a  better  mortgage  market  and  lower  costs  to  homeowners. 

I  am  especially  proud  of  the  good  work  that  the  companies  are  doing  to  work  with  a  wide 
variety  of  groups  to  help  meet  the  needs  of  the  communities  that  need  help  the  most  For 
example,  through  their  national  Faith-Based  Initiative,  Fannie  Mae  is  forming  a  broad  network  of 
lending  and  community  partners  who  share  their  commitment  to  increasing  homeovmership 
opportunities  for  their  communities.  Through  partners  like  the  Congress  of  National  Black 
Churches,  they  are  working  to  ensure  that  faith-based  communities  receive  homebuyer 
education,  credit  counseling,  and  mortgage  financing.  Additionally,  Fannie  Mae  is  working  with 
their  faith-based  partners  to  increase  their  capacity  for  housing  development  through  training, 
technical  assistance,  and  investments. 

I  am  not  an  expert  on  all  the  many  details  of  the  legislation  that  is  the  subject  of  this 
hearing.  But  I  do  know  that  this  legislation  goes  beyond  simply  making  a  few  changes  to  the 
regulatory  structure.  This  legislation  strikes  at  the  heart  of  what  has  allowed  Fannie  Mae  and 
Freddie  Mac  to  bring  the  full  force  of  their  resources  to  address  housing  problems  in  America.  If 
this  legislation  diminishes  the  ability  of  Fannie  Mae  and  Freddie  Mac  to  remain  healthy  and  to 
grow  and  innovate,  then  they  will  not  be  able  to  devote  as  many  resources  as  they  currently  do 
to  meet  their  mission — ^which  serves  a  mission  that  is  more  important  today  than  at  any  time 
they  were  established 

If  this  legislation  affects  their  ability  to  make  investments  or  do  their  business  in  the  best 
way  their  experts  see  fit,  then  that  weakens  all  of  our  efforts  to  address  the  worsening  crisis 
called  to  our  attention  by  HUD  in  its  Report  To  Congress  this  year  Increasing  restrictions  on 
the  business  decisions  that  Fannie  Mae  and  Freddie  Mac  are  so  good  at  will  make  it  harder  for 
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them  to  work  with  those  across  our  nation  who  are  striving  to  meet  this  present  crisis.   This 
would  hurt  every  community  across  this  country. 

This  legislation  should  not  be  a  tool  for  those  in  the  marketplace  who  are  profiting  from 
the  status  quo  and  v\4io  oppose  expansive  lenders  into  areas  of  their  business — like  high  priced 
subprime  lending  or  rehabilitation  lending — ^where  Fannie  Mae  and  Freddie  Mac  can  bring 
consumer  protections  and  make  things  more  affordable.  Right  now,  the  people  in  my 
community  suffer  from  the  status  quo  that  keeps  the  price  of  these  loans  high  -  I  want  Fannie 
Mae  and  Freddie  Mac  to  help  make  those  problems  go  away. 

Throughout  my  career,  Mr  Chairman,  as  a  local  pastor  for  more  than  forty  years,  as  a 
national  civil  rights  activist  with  Dr.  Martin  Luther  King,  Jr.  and  as  a  substantive  member  of  this 
Congress  for  twenty  years,  I  have  never  been  content  to  just  oppose  measures;  I  have  always 
balanced  my  opposition  with  the  proposition  of  a  better  way.  I  did  not  simply  oppose  urban 
renewal  as  "urban  removal;"  1  proposed  a  new  kind  of  renewal,  "with,  buy  and  for  the  people;" 
and  both  President  Johnson  and  President  Nixon  bought  into  the  idea.  I  did  not  just  oppose  the 
civil  rights  wrongs  of  the  decade  of  the  sixties,  Dr  King  and  our  movement  proposed  a  better 
way  that  the  congress  and  the  American  people  bought  into  in  the  Civil  rights  Act  of  1964  and 
the  Voting  Rights  Act  of  1965  I  did  not  simply  oppose  Apartheid  in  South  Afhca;  our  Free  South 
Africa  Movement  and  millions  of  Americans  of  goodwill  proposed  a  nonviolent  means  to  end  it.  I 
was  here  when  the  congress  on  a  bipartisan  basis  bought  into  that  proposal. 

Even  as  I  oppose  further  consideration  of  H  R  3703  by  the  subcommittee,  therefore,  I 
want  now  to  propose  a  better  course  of  action  As  I  pointed  out  earlier,  the  problem  of  a  rapidly 
disappearing  stock  of  land  and  housing  for  low-income  citizens  reflects  itself  most  acutely  right 
here  in  our  nation's  capital.  I  want  to  propose  that  members  of  the  subcommittee  join  ranking 
member  Paul  Kanjorski  and  me  on  a  bipartisan  basis  in  an  exciting  national  demonstration  that 
is  about  to  commence  at  the  request  of  a  faith-based  organization  that  it  is  my  privilege  to  head. 
It  is  a  partnership  made  possible  by  your  passage  in  1998  of  the  Asset  Control  Area 
Partnership  Act  which  creates  a  new  way  of  revitalizing  neighborhoods,  one  that  creates 
decent  housing  through  federal/local  govern  partnerships  with  faith-based  institutions  to 
efficiently  dispose  of  HUD-owned  single  family  hornes. 
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The  Fund  for  Affordable  Innercity  Turnkey  Housing  (FAITH),  which  I  chair,  has  proposed 
a  Neighborhood  Revitalization  Partnership  anchored  by  HUD  that  includes  the  District 
Government,  Fannie  Mae,  Freddie  Mac  and  Bank  of  America  among  other  banks  in  the  District 
of  Columbia  to  buy,  rehabilitate  and  sell  to  qualified  low/moderate  income  homeowners  all  of  the 
HUD  owned  and  District  owned  single  and  multi-family  family  homes  located  in  DC.  As  an 
instructive  example  to  the  rest  of  the  nation,  we  intend  to  integrate  and  concentrate  all  available 
federal  and  district  government  housing  programs  into  a  comprehensive  approach  to  solving  the 
present  crisis  called  to  our  attention  by  HUD  this  year.  With  your  help,  I  believe  it  will  be  even 
more  successful  than  the  magnificent  bipartisan  effort  put  together  by  Presidents  Johnson  and 
Nixon  thirty  years  ago. 

I  am  looking  to  both  Freddie  Mac  and  Fannie  Mae  to  partner  with  us,  using  this  faith- 
based  program  to  make  my  vision  for  this  project  a  reality.  When  I  go  to  Fannie  Mae  to  do 
business,  I  feel  very  at  home  because  so  many  of  their  employees,  not  just  their  chairman  and 
CEO,  are  also  African-American.  I  note  this  because  those  who  claim  Fannie  Mae  is  not 
helping  Black  and  Brown  America  are  playing  fast  and  loose  with  the  facts,  twisting  numbers, 
and  playing  games.  I  urge  this  committee  to  look  at  the  forest  and  all  of  those  trees. 

With  your  permission,  Mr  Chairman,  I  would  like  to  make  part  of  my  testimony  the  letters 
from  The  Honorable  Johnny  Ford,  Mayor  of  Tuskegee,  Alabama  and  The  Honorable  James  L. 
Thomas,  President  of  the  National  Black  Caucus  of  State  Legislators,  both  members  of  our 
National  Black  Leadership  Roundtable.  These  letters  state  their  support  of  Fannie  Mae's  efforts 
to  remove  remaining  barriers  to  homeownership  and  to  bring  even  more  families  closer  to  the 
realization  of  the  American  Dream 
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AFFECTED— This  U  the  Shaw  arbu  renewal  area. 

Shaw  Area  Will  Launch 
New-Style  City  Renewal 

By  WoU  Von  Ecktrdt 

WuhlBcua  FMl  8t*rt  Witur 

Led  by  the  Rev.  Walter  E.  Fauntroy,  the  people  of  the 
Shaw  Junior  High  School  area,  one  <rf  the  city's  worst, 
propose  to  launch  a  comprehensive  assault  on  human 
despair  and  physical  decay. ' 


The  National  Capital  Plan 
ning  Commiuion  yesterday 
unanimously  aproved  the  con- 
cept It  declared  the  turbu- 
lent second  and  parts  of  the 
thirteenth  police  precinct 
with  Its  40,000  largely  low 
income  Negro  residents  an 
**urtaan    renewal    area." 

But  this  is  to  be  a  new 
kind  o(  urban  renewal. 

As   Mr.   Fauntroy,  a   soft- 
spoken    but    often    milltantly 
outspoken  civil   rights  leader 
and    pastor    of    New    B(  thel 
Baptist    Church    puts    It.    the 
attack  "would  coordinate  and 
concentrate  all  available  Fed 
eral    resources   —  in  housing^ 
construction.      )ob      training,' 
health,  recreation,  welfare.  ed-| 
ucation.     transportation     and! 


municipal  services  —  to  im- 
prove both  physlval  and  so- 
cial conditions  (or  the  people 
who  live  and  work  there.' 

The  "Shaw  Inner  city  model 
program'  as  Mr.  Fauntroy 
calls  It,  Is  similar  in  concept 
to  President  Johnson's  "dc-: 
monstratlon  cities"  program.. 
The  Planning  Commission  i 
agreed  that  it  is  to  be  planned . 
and  carried  out  with  the  par-, 
Uclpatlon  of  the  residents. 

At  present  there  are  avail- 
able more  than  40  Federal  ur- 
ban assistance  programs  that  I 
the  effort  hopes  to  draw  on.  I 
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LEADER — The  Rev.  Waiter  E.  Fauntroy,  mlllUnl  civil 
rights  leader,  stands  lo  front  of  Shaw  Junior  High 
School,  hub  of  a  Northwest  Washington  area  that  Is  to 
be  subjected  to  urban  nnewaL  Map,  another  picture,  AS. 


They  range  from  urban  re- 
newal and  low-rent  housing 
to  maternal  and  child  health 
care  and  war  on  poverty  job 
training  and   other  efforts. 

The  "demonstration  cities" 
proposal,  now  being  con- 
sidered in  Congress,  would  of 
fer  special  supplemenul 
grants  to  cities  that  concen- 
trate existing  programs  on  a 
single  area  and  under  a  com- 
prehensive plan  so  that  Ihey 
show  tangible  results.  The 
grants  arc  for  up  lo  80  per 
cent  of  the  city's  share  of  the 
total  vost 

Mr.  Fauntroy  has  quiell.v 
worked  for  the  past  few 
months  both  in  the  neighbor- 


hood and  with  city  authorities 
to  win  support  and  approval 
for  the  "model  inner  city" 
concept. 


See  SHAW,  A«.  Col,  1 

Approval  0/  Troininn 
School  site  /or  item  GPO 
is  revolced.  Paje  Bl 

Kev'inA  Sational  Squart 

design    draws   high    praise. 

Pagt  B3 
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c;r^Tjr«ryi-.-.arit»sir^--risj  By  MARY   McGRORY  t:aijr:r"tt-sri?i;r*rr^:r.'2s:'ri5i3 

Fauntroy  and  Nixon 


Three  months  ago,  II  would 
have  been  hard  to  find  in  the 
Rcpubhc  two  men  who  more 
deeply  dis»pproved  of  each 
other  than  Bichard  M.  Nixon 
and  the  Rev.  Waller  Faunlroy. 

Now,  of  course,  they  are 
go'uig  forward  together  to 
marvelous  mutual  advantage, 
one  having  found  a  witness 
and  the  other  a  sponsor. 

Of  the  preinaugural  Nixon, 
Fauntroy,  pastor  of  the  New 
Bethel  Baptist  Church,  was',  he 
says,  "scared  to  death  —  the 
friend  of  Stroni  Thurmond, 
you  Vnow,  insensitive  to  our 
problems." 

Nixon's  antipathy  to  Ameri- 
cans who  take  causes  to  the 
streets  was  a  major  theme  of 
his  campaign,  and  Fauntroy, 
although  a  gentle  soul  who 
wears  a  Boy  Scout  Insignia  In 
his  lapel,  is  a  veteran  of  Sel- 
ma,  Montgomery,  Resurrec- 
tion C^ty  and  innumerable  oth- 
er opcn-aii  protests. 

Fauntroy  started  out  being  a  • 
political  problem  to  the  Nixon 
administration.  Hardly  had 
the  ballots  been  counted  on 
Nov.  5,  when  Washington  Re- 
publicans began  beating  pn 
their  new  leader  to  get  Faun- 
troy off  the  District  of  Colum- 
bia City  Council. 

Faunlroy's  activities  as  vice 
chairman  were  not  the  issue. 
But  local  burghers  considered 
his  extra-curricular  exertions 
for  (he  militant  Black  United 
Front,  which  was  founded  by 
Slokeiy  Carmichad,  and  for 
the  nonviolent  Southern  Chris- 
tian Leadership  Conference  an 
outrage,  ^^m. 

But  byVic  time  the  NLxons 
had  moved  Into'  the  White 
House,  Faunlroy  had  been  re- 
discovered ns  a  prime  polllica] 
asset  for  a  Republican  Presi- 
dent with  no  block  fricodi. 


It  was  not  the  man  but  his 
plan  that  caused  the  transfor- 
mation. For  Fauntroy  had  a 
total  project,  ready  to  go,  an 
urban  renewal  scheme  "for, 
by  and  with"  the  residents  of 
Washington's  Shaw  area. 
These  145  blocks  are  a  prize 
exhibit  in  u.-ban  decay:  <5,000 
people,  90  percent  of  them 
black,  jammed  Into  13,000 
housing  units  on  land  that  is  70 
percent  owned  by  absentee 
landlords. 

"In  effect,  a  plantation," 
says  Fauntory.  "Not  one  pub- 
lic library,  not  one  swiitiming 
pool" 

With  generous  assists  from 
Great  Society  programs, 
Fauntroy  in  1906  formed  the 
Model  Inner  City  Community 
Organiration,  a  non-profit  eor- 
p  oral  ion,  which  recruited 
black  archilecls  and  black 
planners,  and-  trained-  black 
workers  from  local  dropouts 
between  the  ages  of  17Vi  and 
24  —  "the  guys  who  are  doing 
the  sticking-up." 

Its  main  features  of  housing, 
education,  transportation  and 
recreation  were  incorporated 
from,  suggestions  invited  by 
teams  of  surveyors  made  up  of 
neighborhood  people  and  How- 
ard University  students. 

For  Nixon,  vrho  knew  he 
must  speak  to  the  blacks 
through  action,  it  vias  a  setup, 
a  demonstralion  of  good  will 
toward  the  blacks  and  the  cit- 
ies and  a  pilot  model  of  the 
"black  capitalism"  of  the  cam- 
paign. 

Fauntroy,  who  has  natural- 
ly undergone  i  change  of 
heart  about  the  President, 
says,  "The  devil  himself  would 
have  Laken  this  plan." 

The  first  Inkling  he  had  that 
hit  Utopia  would  be  promoted 
by  th«  While  House  came  on 


Jan.  22,  when  Deputy  Mayor 
Thomas  Fletcher  reported  af- 
ter a  meeting  with  Daniel  P. 
Moynihan,  the  President's  iir- 
ban  adviser  and  another  ooo- 
hero  to  the  bISck  community, 
"Moynihan  says  he  wants  to 
go  with  Shaw,  start  with  the 
burnt-out  corridors." 

On  Jan.  28,  the  City  Council 
approved  the  plan,  and,  says 
Fauntroy,  "within  24  hours 
they  had  cut  through  six 
months  of  work  and  we  had 
$30  million."  -      .    -  .- 

Three  days  later,  Fauntroy 
found  himself  in  the  middle  of 
Shaw,"  Richard  Nixon  by  his 
side  and  the  natives  cheering 
out  front,  and  himself  trying 
to  thank  the  President  for 
making  his  dream  come  true. 

By  the  end  of  the  year,  1,000 
new  housing  units  will  be  built 
in  Shaw.  The  fears  of  "urban 
removal"  fanned  by  local  pov- 
erty program  workers  who 
fought  the  plan  have  been 
stilled.  No  one  will  be  dislocat- 
ed, because  the  first  buildings 
will  go  on  sites  burnt  out  dur- 
ing the  April  riots. 

The  story  of  Shaw  seems  to 
have  a  happy  ending  for  evejy- 
one.  The  Republicans  are  hap- 
py that  Fauntroy  will  be  off 
the  council.  He  is  leaving  to 
devote  full  time  to  Shaw  and 
already  hoping  to  persuade  the 
President  to  start  Shaws  in  IS 
other  cities.  The  President,  of 
course,  is  happy  to  have  ac- 
quired an  ideal  ambassador  to 
the  black  community,  a  mili- 
tant but  boyish  clergyman,  a 
reformer  with  a  blueprint. 
Fauntroy  is  "floating." 

His  flock  are  still  dubious, 
as  are  their  soul-brothers 
around  the  country.  "Tbey 
will  change  when  they  see 
those  first  pictures  of  former 
dope  addicts  laying  brick,"  he 
promises. 
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June  14,  2000 

The  Honorable  Walter  E.  F&untroy 

President 

National  Black  Leadership  Roundtable 

1025  Connecticut  Avenue.  N.W..  Suite  415 

Washington.  DC  20036 


Dear  Reverend  Fauntroy: 

The  National  Black  Caucus  of  State  Legislators  would  like  to  support  your 
testimony  before  the  Capital  Markets  Subcommittee  on  Thursday,  June 
IS,  2000   As  you  know,  our  membership  includes  African-American 
legislators  (rom  nearly  every  state  in  America.  Our  constituents  are  those 
most  in  need  of  the  innovative  products  and  liquidity  that  Fannie  Mac 
brings  to  the  mortgage  finance  industry. 

During  the  last  decade,  homeownership  rates  have  risen  to  record  levels.  1 
believe  Fannie  Mae  played  a  significani  role  in  this  nationwide  increase 
and  deserves  credit  for  helping  millions  of  families  attain  homeownership 
However,  there  is  a  great  deal  more  ro  be  done.  A  legislative  prupusal  like 
H  K  3703  would  seriously  impede  tuiurc  progress    Wc  urge  you  us 
oppose  its  enactment    We  applaud  Fannie  Mae's  efforrs  lo  remove 
remaining  barriers  to  homeownership  nnd  bring  even  more  families  closer 
to  the  realization  of  the  American  Dream 

I  continue  to  be  impressed  with  Fannie  Mae's  ability  to  identify 
underserved  communities  and  its  effons  to  provide  them  with  greater 
access  to  mortgage  funds.  I  am  confident  that  Fannie  Mae's  efforts  will 
have  a  profound  and  positive  impact  on  our  nation  aa  a  whole  as 
communities  are  strengthened  through  homeownership. 

The  National  Black  Caucus  of  State  Legislators  looks  forward  to  working 
with  you  and  we  pledge  our  support  for  your  efTorts  at  continuing  to  make 
the  dream  of  homeownership  a  reality. 

Sincerely. 


/  ^SC.^ 


Jarties  L.  Thomas 

President,  NBSCL 

Alabama  House  of  Representatives 


444  N.  Cupiiul  .St...  NW  -  .Suiu  Hi  •  WwhiKfrun,  DC  20001  •  (202)  624-S4S'>  •  Ftk  (302)  Sai-3126  •  www.NeCSL.coni 
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June  14,  2000 


The  Honorable  Waher  E.  Fauimoy 

President 

Nadonal  Black  Leadership  Roundtable 

1025  Connecticut  Avenue.  N  W..  Suite  415 

Washington,  DC  20036 

Dear  Reverend  Fauntroy: 

The  World  Conference  of  Mayors  represents  over  four 
hundred  African- American  Mayors,  and  we  share  your 
views  regarding  the  critical  importance  of  homeownership 
for  our  constituents   We  know  that  the  linch  pins  of  our 
commiinities  are  the  fiimity.  Church,  and  homeownership. 
The  basis  of  economic  prosperity  is  homeownership. 

We  hove  seen  first  hand  in  our  communities  that  Fannie 
Mae*s  focus  on  increasing  homeowncnhip  among 
minorities,  young  &milies.  women-based  households, 
new  immigrants,  urban  and  rural  dwellers,  and  others 
whose  homeownership  rale  lags  the  genera]  population 
and  who  did  not  benefit  fully  from  the  economic 
expansion  of  the  past  ten  years  are  offbns  that  must  be 
encouraged  and  suprported.  For  this  reason,  the  World 
Conference  of  Mayors  applauds  your  testimony  before  the 
Capital  Markets  Subcommittee  on  Thursday.  June  1 5, 
2000.  in  support  of  Fannie  Mae*s  partnering  with  cities, 
coimnunities  and  church-based  organizations  so  that  we 
can  all  work  together  to  build  wealth  and  savings  among 
millions  of  &milies,  stabilize  neighborhoods,  and 
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endicite  discriminatioii  aid  unftir  pncHca  in  the 
mortgage  maricetphcc. 

Moreover,  we  oppose  legislation  that  places  the 
impediments  of  piio'  approval  in  the  way  of 
bomeownership  and  we  oppose  coalitions,  whose  only 
mission  is  to  raise  the  cost  of  a  home  to  our  constituents. 

We  support  your  appearance  before  the  subcommittee 
because  we  share  your  views.  Views  that  expand 
affordable  housing  oppoitunities  strengthen  conununities 
and  build  hopes  and  dreams  for  all  Americans. 

Sincerely, 


Ford 
and  Director  General 


APPENDIX 


June  21,  2000 
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PAUL  E.  KANJORSKI 

1 ITM  DtSTBICT,  PeNNSVIVAMA 


COMMITTEE  ON  BANKING  AND 
FINANCIAL  SERVICES 
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Mr.  Chairman,  this  is  our  fourth  day  of  hearings  on  H.R.  3703,  the  Housing  Finance 
Regulatory  Improvement  Act.  During  my  opening  remarks  at  our  previous  hearings,  I  have 
noted  —  and  I  will  continue  to  note  —  that  we  must  move  forward  cautiously  and  carefully  in 
our  consideration  of  this  legislation.  We  must  ensure  that  we  do  not  accidentally  raise 
homeownership  costs,  and  we  should  not  attempt  in  any  way  to  legislate  this  year.  We  should, 
however,  continue  to  use  your  bill,  H.R.  3703,  as  a  focus  for  our  Subcommittee's  legitimate 
oversight  activities. 

At  last  week's  hearing,  I  also  noted  that  in  order  for  our  oversight  to  be  fair  and  effective 
we  must  ensure  that  our  hearings  are  well  crafted.  Comprehensive  hearings  and  ideally 
roundtables  will  help  us  to  meticulously  debate  the  costs  and  benefits  of  H.R.  3703  and  allow  us 
to  vet  more  thoroughly  the  many  issues  associated  with  the  mission  compliance  emd  safety  and 
soundness  regulation  of  the  housing  government-sponsored  enterprises  or  GSEs.  I  am,  therefore, 
pleased  that  former  Congressman  Walter  Fauntroy  will  testify  at  length  before  us  today.  He 
brings  a  wealth  of  knowledge  to  these  matters,  not  only  from  his  nearly  20  years  in  Congress,  but 
also  from  his  own  personal  efforts  to  create  affordable  housing. 

If  we  continue  to  hold  hearings  on  GSE  regulation,  1  hope  that  we  will  increasingly  work 
together  to  ensure  that  our  panels  are  more  and  more  balanced  in  their  construction. 
Additionally,  to  improve  the  quality  of  today's  proceedings,  1  would  request  unanimous  consent 
to  submit  for  the  record  some  of  the  many  letters  that  1  have  received  from  community  advocates 
and  affordable  housing  groups  in  recent  days.  These  letters  come  from  a  variety  of  viewpoints 
and  represent  a  broad,  cross-section  of  the  country. 

During  the  last  week,  taxpayer  risk  has  been  the  subject  of  considerable  debate  not  only 
in  our  Subcommittee,  but  also  in  the  corridors  of  Congress.  For  example,  we  almost  considered 
H.R.  21,  the  so-called  Homeowners'  Insurance  Availability  Act,  on  the  House  floor. 
Fortunately,  the  leadership  pulled  this  troubling  legislation  from  the  schedule.  If  we  had 
considered  the  bill,  however,  and  if  it  had  passed,  we  could  have  unwisely  exposed  taxpayers  to 
billions  of  dollars  in  liabilities.  The  easiest  way  to  avoid  risk  for  the  taxpayers  is  to  never  start. 
Accordingly,  I  am  pleased  that  each  of  the  witnesses  on  our  first  panel  strongly  supported  my 
efforts  to  defeat  H.R.  21,  and  I  look  forward  to  hearing  from  each  of  them  today. 
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Additionally,  last  night  we  debated  an  amendment  on  the  House  floor  to  provide  the 
Office  of  Federal  Housing  Enterprise  Oversight  with  its  full  budget  request  for  fiscal  2001. 
During  our  hearings  to  date  on  H.R.  3703,  I  believe  we  have  reached  consensus  on  two  points. 
First,  we  can  agree  that  we  have  the  world's  most  successful  housing  finance  system.  Second, 
we  can  agree  that  we  must  have  strong,  independent  regulators  for  the  housing  GSEs.  It  is 
crucial  that  OFHEO  have  sufficient  capacity  to  fulfill  its  safety  and  soundness  regulatory 
responsibilities.  Therefore,  when  we  vote  later  today,  I  hope  that  all  of  my  colleagues  on  both 
sides  of  the  aisle,  and  especially  the  Members  of  this  Subcommittee,  will  support  the  Hinchey 
amendment  to  provide  OFHEO  with  the  resources  it  needs  to  get  the  job  done. 

In  closing,  Mr.  Chairman,  I  look  forward  to  today's  examination  of  not  only  how  we 
might  consider  improving  the  efficiency  and  effectiveness  of  our  GSE  regulators,  but  also  how 
we  can  work  together  to  lower  homeownership  costs  for  all  Americans. 
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Congresisi  of  tt)e  Winitth  States! 

SBadijtngton,  SC  20515 
June  9,  2000 


Franklin  D.  Raines 

Chairman  and  Chief  Executive  OfBcer 

Fannie  Mae 

3900  Wisconsin  Avenue,  NW 

Washington,  D.C.  20016-2892 

Dear  Mr.  Raines: 

We  are  writing  to  express  our  great  displeasure  with  Fannie  Mae's  failure  to  provide  us  with  the 
additional  information  Members  of  our  subcommittee  requested  regarding  the  recent  "astroturf ' 
lobbying  effort.  As  Members  of  the  Subcommittee  on  Capital  Markets,  Securities,  and 
Government  Sponsored  Enterprises,  the  committee  of  jurisdiction  over  Fannie  Mae,  we  remain 
concerned  about: 

1)  the  appropriateness  of  how  the  campaign  was  conducted; 

2)  the  misleading  way  the  information  was  presented  in  both  the  script  and  the  telegram; 

3)  the  significant  number  of  our  constituents  who  claim  they  were  not  contacted  or  did 
not  agree  to  have  their  names  used; 

4)  the  volume  of  resources  used  to  conduct  the  campaign; 

5)  the  failure  of  Fanme  Mae  to  provide  us  with  the  contract  into  which  Fannie  Mae 
entered  with  International  Data  Management,  Inc.  to  carry  out  the  campaign  by 
claiming  the  contract  is  proprietary;  and 

6)  the  wisdom  of  engaging  in  such  a  campaign  in  the  first  place. 

Upon  reviewing  the  "Proprietary  Information"  clause  in  the  "standard"  Fannie  Mae  contract,  we 
do  not  see  any  language  that  declares  the  cost  of  the  contract  or  the  contract  itself  proprietary 
information.  As  such,  we  demand  that  a  copy  of  the  contract  into  which  Fannie  Mae  entered 
with  International  Data  Management.  Inc.  be  provided  to  us  prior  to  the  June  15.  2000. 
subcommittee  hearing. 

We  beUeve  that  we  have  the  right  and  the  responsibility  to  raise  questions  about  government 
sponsored  enterprises  (GSEs)  and  the  way  they  conduct  their  businesses.  We  have  no  desire  to 
pass  legislation  that  will  raise  the  cost  of  homeownership.  However,  this  subcommittee  is 
charged  with  the  responsibility  of  making  sure  that  GSEs  accomplish  the  purposes  for  which 
they  exist  and  do  not  pose  an  unnecessary  threat  to  the  American  taxpayer.  Furthermore,  we 
expect  that  we  be  allowed  to  conduct  our  responsibility  without  being  inappropriately  lobbied. 
As  long  as  Fannie  Mae  remains  a  quasi-governmental  agency  under  the  jurisdiction  of  this 
subcommittee,  we  will  continue  to  review  the  activities  of  Fannie  Mae  and  implement  changes 
whenever  necessary. 
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We  sincerely  hope  that  Fannie  Mae  will  rejoin  this  debate  in  a  constructive  way.  We  recognize 
the  contributions  that  Fannie  Mae  has  made  to  American  homeownership  over  the  last  few 
decades.  While  there  will  certainly  be  provisions  in  legislation  upon  which  we  wall  have  to  agree 
to  disagree,  we  would  like  to  continue  this  debate  in  a  civil,  responsible,  and  respectfiil  way. 


Sincerely, 


Richard  H.  Baker 
Member  of  Congress 


Donald  A.  Manzullo 
Member  of  Congress 


lember  of  Congress 


281 


S  FaimieMae 


ftwikllsi  D.  ***«**T 

Qulmuji  ud 

ChJe/ Eaccuttrc  OfScer 

3900  Wbcouin  Amiiic.  NV 
Wuhlngloa.  DC  200162892 
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202  752  5980  (bz) 


June  14. 2000 


The  Honorable  Donald  ManzuUo 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

Dear  CongFcssman  ManzuUo: 

I  have  received  your  letter  of  June  9,  2000,  in  which  you  asked  a  number  of  questions 
about  our  efforts  to  contact  homeowners  regarding  ILR.  3703.  Since  the  May  16  hearing, 
we  have  been  in  contact  with  the  several  Congressional  offices  that  expressed  concern 
about  this  effort,  and  I  want  to  respond  again  to  every  question  you  have  raised. 

First,  you  asked  about  the  appropriateness  of  how  this  effort  was  conducted.  We 
intended  it  to  demonstrate  the  positive  support  for  homeownership  in  your  district  and  to 
express  a  concern  about  any  legislation  that  would  undermine  the  affordability  of 
homeownership.  I  regret  that  this  effort,  partly  due  to  our  failure  to  notify  in  advance 
your  office  and  those  of  a  few  other  Members,  has  caused  such  consternation  among 
some  Members  of  the  Subconomittee.  For  that,  you  have  my  sincere  apology. 

I  communicated  our  position  on  H.R.  3703  at  the  Subcommittee  hearing  on  May  16.  As  I 
made  clear  in  my  testimony,  we  believe  that  this  bill,  if  enacted,  would  increase  the  costs 
of  homeownership  and  damage  the  housing  finance  system  that  has  worked  so  well  for 
millions  of  Americans.  I  tried  through  my  statements  to  present  that  case  in  some  detail 
and  respond  to  every  question  posed  by  Members  of  the  Subcommittee. 

Second,  you  asked  about  information  that  you  said  was  presented  in  a  misleading  way  in 
the  calls  to  homeowners  and  in  the  telegram.  In  fact,  the  purpose  of  this  effort  was  to 
communicate  the  same  message  I  delivered  to  the  Subcommittee  on  May  16.  My 
purpose  in  responding  to  your  letter  as  quickly  as  possible  is  to  make  sure  that  you 
understand  why  we  decided  to  contact  homeownera  directly  to  seek  their  support,  how 
the  effort  was  conducted,  and  what  quality  control  elements  we  put  in  place  to  ensure  that 
our  message  was  communicated  cleariy  and  accurately. 

In  the  two  lengthy  briefings  that  senior  officials  of  Fannie  Mae  have  held  in  die  last  few 
weeks  with  the  staffs  and  a  Member  of  the  Subcommittee,  we  provided  detailed 
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infonnation  about  the  purpose  of  this  effort  and  precisely  how  it  was  conducted.  Fannie 
Mae  has  had  an  ongoing  business  relationship  with  International  Data  Management,  Inc. 
(IDMI),  a  data  management  company,  and  in  April  of  this  year  we  asked  them  to  help  us 
communicate  to  homeowners  our  concerns  about  legislation  pending  before  the 
Subcommittee. 

IDMI  subcontracted  with  two  telemarketing  firms,  Infocision  and  Incept  Corporation. 
The  calls  to  consumers  specifically  identified  Fannie  Mae  as  the  sponsor  of  the  call  and 
noted  that  the  company  encourages  Americans  to  speak  out  on  policy  issues  that  directly 
impact  homeownership.  The  calls  also  noted  that  the  Subcommittee  is  considering  a  bill 
that  would  increase  the  costs  of  homeownership,  and  asked  each  homeowner  if  Fannie 
Mae  could  include  the  homeowner's  name  on  a  telegram  to  their  Member  of  Congress 
asking  the  Member  to  oppose  this  legislation. 

Fannie  Mae  wrote  the  text  used  to  make  these  calls,  and  we  have  provided  the  text  to  all 
of  the  Members  of  the  Subcommittee  who  have  asked  us  about  this  effort.  In  the  more 
than  43,000  cases  in  which  the  homeowner  allowed  us  to  send  a  telegram  on  their  behalf, 
we  either  mailed  a  copy  of  the  telegram  to  the  homeowner  or  e-mailed  a  copy  to  the  one- 
third  of  all  homeowners  who  agreed  to  send  a  telegram  and  who  provided  us  with  their  e- 
mail  addresses.  The  telegram  begins  by  thanking  the  Member  of  Congress  for  their 
efforts  to  assist  homeowners  and  homeownerehip. 

Third,  you  asked  about  constituents  you  contacted  who  said  they  did  not  agree  to  have  a 
letter  sent  on  their  behalf.  I  certainly  understand  why  you  would  be  concerned  —  as 
would  I  -  if  some  of  the  people  on  whose  behalf  we  sent  letters  did  not  want  such  letters 
sent  I  apologize  if  this  was  the  case.  Fannie  Mae  and  the  companies  with  whom  we 
worked  on  this  project  have  put  in  place  several  layers  of  quality  controls  to  ensure  that 
homeowner  responses  were  recorded  accurately. 

•  We  cut  in  half  the  standard  20: 1  caller-to-supervisor  ratio  (to  10: 1 )  so  that  there 
would  be  ample  supervision  of  the  calls. 

•  Supervisors  were  on  site  at  the  call  center,  and  randomly  listened  to  approximately 
10  percent  of  all  calls  —  also  high  compared  to  industry  averages. 

•  The  role  of  the  supervisor  was  to  ensure  that  the  caller  was  polite  and  respectful; 
identified  himself  or  herself  and  for  whom  they  were  calling;  accurately  followed  the 
approved  text;  asked  the  constituent  if  they  would  agree  to  a  letter  sent  on  their 
behalf  to  their  Member  of  Congress  (and  stated  the  Member's  name).  The 
supervisor  also  checked  that  if  the  homeowner's  answer  was  "yes",  the  caller 
verified  their  name  and  address,  and  thanked  the  homeowner  for  their  support.  If  the 
response  was  "no",  the  caller  thanked  them  for  their  time  and  call  was  terminated. 
The  supervisor  also  checked  whether  the  caller  accurately  recorded  the  result  of  the 
caU. 
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•  Both  Infocision  and  Incept  made  follow-up  calls  to  approximately  1  percent  of  all 
"yes"  responses  to  verify  the  information  recorded  in  the  initial  call. 

•  The  employees  making  the  calls  were  compensated  based  on  the  number  of  hours 
they  worked,  not  on  the  number  of  homeowners  who  agreed  to  send  a  telegram. 

I  also  want  to  emphasize  that  we  chose  IDMI,  Infocision,  and  Incent  because  each  firm 
has  a  long-standing  reputation  for  high-quality  work  in  this  field.  Infocision,  for 
example,  has  worked  for  the  National  Republican  Congressional  Committee  for  many 
years,  has  done  work  this  year  for  several  Republican  presidential  campaigns,  and  is 
widely  regarded  as  a  quality  leader  in  this  field. 

Of  course,  even  with  several  layers  of  quality  controls,  it  is  possible  that  the  callers 
incorrectly  recorded  some  responses  and  that  these  errors  were  not  caught.  I  have  asked 
my  staff  to  examine  whether  there  are  any  additional  quality  control  measures  that  we  can 
put  in  place  to  prevent  such  errors  in  the  future. 

Let  me  make  a  further  point  on  this  matter.  Fannie  Mae  in  no  way  involved  or  used  the 
name  of  the  Fannie  Mae  Foundation  in  making  these  calls.  Attached  is  a  letter  from 
IDMI  that  confirms  this  point 

Fourth,  you  asked  about  the  level  of  resources  we  used  to  conduct  this  effort,  and  you 
also  asked  for  a  copy  of  the  contract  that  would  provide  this  information.  Fannie  Mae  is 
legally  prevented  from  releasing  the  contract  we  have  with  EDMI.  To  protect  proprietary, 
confidential  or  trade  secret  information,  contracting  parties  routinely  agree  to  respect  and 
protect  each  other's  non-public  information,  including  information  about  pricing.  Such 
information  is  a  valuable  corporate  asset,  provides  an  economic  advantage,  and  enables  a 
party  to  succeed  in  a  competitive  business  environment.  Fannie  Mae  routinely  requires 
vendors  with  whom  we  transact  business  to  contractually  agree  not  to  disclose  such 
information.  Our  counterparties  in  vendor  contracts  have  similar  interests  in  protecting 
their  ov^  non-public  information. 

Such  is  the  case  with  our  contract  with  IDMI.  Both  parties  have  mutually  agreed  not  to 
disclose  proprietary,  confidential  or  trade  secret  information  identified  as  such  by  the 
other  party  without  express  written  consent;  it  is  an  essential  element  of  the  contract. 
IDMI  has  notified  us  that  the  contract  and  pricing  arrangements  are  proprietary  and 
confidential  and  that  an  unauthorized  release  of  this  non-public  information  would  be  a 
breach  of  the  contract.  Consequently,  we  are  not  permitted  to  unilaterally  disclose  the 
contract  and  pricing  arrangements  and  must  honor  our  agreement  with  EDMI.  IDMI's 
position  on  release  of  the  requested  information  and  willingness  to  brief  interested  parties 
is  indicated  in  the  attached  letter. 

Last,  you  asked  about  the  wisdom  of  conducting  such  an  effort.  During  my  testimony 
before  the  Subcommittee,  I  emphasized  several  times  that  the  Subcommittee's  review  of 
these  issues  is  entirely  appropriate.  As  you  state  in  your  letter,  you  have  a  responsibility 
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to  review  the  activities  of  GSEs,  and  I  know,  as  you  have  made  clear,  that  you  do  not 
want  to  raise  the  cost  of  homeownership. 

Because  none  of  us  wants  to  raise  the  cost  of  homeownership,  it  was  important  that  I  state 
unequivocally  my  concern  that  H.R.  3703  would  do  precisely  that.  As  Fannie  Mae's 
chairman,  I  have  a  responsibility  to  oppose  forcefully  anything  I  think  would  undercut 
our  ability  to  expand  the  availability  and  affordability  of  homeownership. 

In  the  weeks  before  the  Nfay  16  hearing,  my  staff  provided  to  all  of  the  Subcommittee 
Member  offices  a  comprehensive  review  of  Fannie  Mae's  activities  and  responded  to 
concerns  some  have  raised  about  Fannie  Mae.  We  also  designed  the  project  I  have 
described  in  this  letter  to  demonstrate  the  positive  support  for  homeownership  in  your 
districts.  Our  effort  stands  out  because  it  generated  a  stronger  response  than  a  similar 
letter-writing  campaign  generated  by  those  on  the  other  side  of  the  issue.  Indeed,  several 
offices  have  shown  us  form  letters  generated  by  these  groups.  Because  the  Subcommittee 
has  played  a  historic  role  in  expanding  access  to  homeownership,  we  believed  our  letters 
would  have  a  positive  impact.  I  regret  that  the  letters  instead  provoked  a  negative 
response. 

We  will  continue  to  make  our  case  as  effectively  as  we  can  to  you  and  your  colleagues.  I 
would  be  troubled,  however,  by  any  implication  that  we  should  be  restricted  in  our  ability 
to  make  that  case  before  Congress,  as  thousands  of  businesses  do  every  day.  Many  of 
those  businesses  rely  on  government  contracts  or  benefit,  as  national  banks  do,  from 
federal  charters. 

I  believe  it  would  be  a  serious  mistake  to  do  anything  to  chill  freedom  of  expression  on 
this  or  any  legislation.  As  you  say  in  your  letter,  we  may  have  to  "agree  to  disagree"  on 
some  issues,  but  I  would  not  be  fiilfilling  my  duties  as  chairman  if  I  did  not  express  my 
disagreements  as  cogently  and  forcefully  as  I  could.  Lx>bbying  efforts  are  a  part  of  the 
legislative  process  clearly  protected  by  the  First  Amendment. 

I  hope  that  this  response  addresses  your  concerns.  I  want  to  reiterate  my  belief  that  these 
oversight  hearings  are  appropriate,  and  I  look  forward  to  a  continued  dialogue  on  how  we 
can  together  expand  homeownership  opportunities  and  affordable  rental  housing  for  all 
Americans.  I  have  called  your  office  to  arrange  a  meeting,  and  I  hope  we  can  discuss 
these  issues  in  person  soon. 

Very  truly  yours. 


Attachments 
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Tim  Carpenter  May  3 1 .  2000 

Fannie  Mae 

3900  Wisconsin  Ave..  N.W. 

Washington.  DC  20016 

Dear  Tim: 

This  letter  is  following  up  our  conversation  on  05/22/2000.  regarding  the 
disclosure  of  the  contract  between  FannieMae  and  IDMl  to  a  third  pany    It  is  IDMIs 
policy  not  to  make  such  information  public  for  the  following  reasons. 

First,  the  pricing  and  practices  of  IDMI  and  our  vendors  are  proprietary . 
Therefore,  we  would  not  be  comfortable  with  this  information  b<.-ing  in  the  public 
domain.  This  would  place  us  at  a  business  disadvantage  when  competing  for  additional 
business. 

Secondly,  by  disclosing  our  contract,  we  would  be  in  mutual  breach  of  our 
Confidentiality  Agreement.  This  not  only  affects  our  working  relationship,  but  this 
endangers  the  confidentiality  of  IDMTs  other  clients  as  well.  Many  of  the  cost  and 
business  practices  apply  to  them  as  well:  therefore  we  would  also  be  breaching  our 
Confidentiality  Agreements  with  them. 

Tim.  I  realize  the  importance  of  the  request  that  has  been  made  for  our  contract. 
In  lieu  of  supplying  this.  1  would  be  willing  to  perform  or  supply  a  briefing  of  how  the 
TM  project  worked.  This  briefing  should  provide  all  concerned  parties  with  a  high 
comfon  level  on  the  process,  and  that  FannieMae  and  all  vendors  provided  every  safe 
guard  to  ensure  the  quality  of  this  program. 

I  will  follow  up  with  you  shortly,  in  the  mean  time  please  don't  hesitate  to 
contact  me  should  you  have  any  additional  questions. 

Personal  reaards. 


INTERNATIONAL  DATA  MGT..  INC. 


Paul  A.  Noonan 
President  &  CEO 
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international  Data  Management,  Inc. 

DauJMtt  ManagtauM  SpecMiiu 

Anie  Christenson 
Fannie  Mae  Corporation 
3900  Wisconsin  Ave,  N.W. 
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June  12,  2000 


Dear  Ame: 

I-'ollowing  up  OUT  conversation  &om  this  morning,  I  can  confinn  that  IDMI  has 
only  performed  services  for  fannie  Mae  Corporation,  and  rvgt  the  Fannie  Mac 
Foundation. 

We  do  not  currently  have,  nor  have  we  ever  had  a  conlract(s),  or  received  monies 
from  the  Fannie  Mae  Foundation.  The  services  that  IDMI  has  been  requested  to 
perform,  have  been  done  strictly  through  and  for  the  Fannie  Mac  Corporation. 

Additionally,  I  would  like  to  eaph^s^7e  that  the  staff  who  made  the  outgoing 
calls  at  no  lime  either  were  told  to  refer  to  the  Fannie  Mae  Foundation  or  made  reference 
to  the  I-annie  Mae  Foundation.  The  callers  were  clearly  instnictcd  by  Fannie  Mae  to 
refer  only  to  Fannie  Mae,  the  company,  and  the  quality  control  procedures  that  we 
followed  arFirmed  that  the  callers  adhered  to  these  instructions. 

Please  don't  hesitate  to  contact  me  should  you  have  any  additional  questions. 

Personal  regards. 


INTERNATIONAL  DATA  MOT.,  INC. 


Paul  A.  Noo: 
President  &  CEO 


cc:  Tim  Carpenter 
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BARRON'S 


House  Odds 

Critics  say  Home  Loan  Banks '  mortgage  program  puts  system  at  risk 


BYjIMMcTAGUE  •  Extra!  Extra!  Read  all  about  it:  David  terrifies  Goliath  -  and  his  hefty  sis- 
ters! In  this  headline,  David  is  the  68-vear-old  Federal  Home  Loan  Bank  System,  a  collection  of 
12  independent  institutions  created  by  Congress  in  the  Depression  to  fund  30-year  residential 
mortgages  made  by  savings  and  loans.  Congress  has  since  expanded  the  FHLBs'  mission  and 


armed  them  uith  more  than  a  slingshot 
which  explains  why  the  system  finds  it- 
self locked  in  battle  with  government- 
sponsored  mortgage  giants  Freddie 
Mac  Farmie  Mac  and  Ginnie  Mae  for  a 
share  of  their  residential-mortgage  busi- 
ness. 

All  of  these  entities  buy  mortgage 
loans  ^m  originators  like  banks,  life  in- 
surers and  mortgage  companies,  which 
in  torn  use  the  proceeds  to  make  even 
more  loans.  The  Home  Loan  Banks  have 
a  new  program,  dubbed  Mortgage  Part- 
nership Finance,  or  MPF,  which  enables 
them  to  offer  lenders  a  far  better  price 
for  the  loans  than  almost  anyone  else. 
The  Home  Loan  Banks  have  exploited 
every  tax.  funding  and  capital  advantage 
they  possess  by  virtue  of  theu"  Congres- 
sional charter  to  undercut  the  competi- 
tion. 

The  fray  is  just  beginning.  But  Ginnie 
Mae  -  the  nickname  for  n  federal 
agency  called  the  Government  National 
Mortgage  Association  -  already  has 
been  winged.  Her  purchases  of  loans  in- 
sured by  the  Federal  Housing  Adminis- 
tration declined  signiTicanUy  last  month, 
in  part  because  some  of  the  biggest 
lenders  are  faibng  over  one  another  to 
sell  mortgages  to  Home  Loan  Banks. 
Prices  of  some  Ginnie  Mae  securities, 
backed  by  pools  of  such  loans,  shot  up  as 
investors  anticipated  h  possible  short- 
age. It's  too  soon  to  predict  whether  a 
shortage  will  indeed  develop. 

Only  eight  of  the  12  Home  Loan 
Banks  currently  participate  in  the  MPF 
pn^ram,  which  is  hcensed  by  the  Fed- 
eral Home  Loan  Bank  of  Chicago. 
Collectively,  they  have  bought  a  mere  $8 
biliion  in  loans  under  MPF  this  year  by 
contrast.  Fannie  Mae,  Freddie  Mac  and 
Ginnie  Mae  buy  several  hundred  billion 
dollars'  worth  apiece  each  year.  But  the 
Home  Loan  Banks'  MPF  purchases  have 
been  kept  in  check  by  a  cap  -  which 
BoTTon  s  has  been  told  will  be  lifted  this 
month.  When  the  cap  is  gone.  MPF  pur- 
chases should  soar,  reaching  an  esti- 
mated S30  billion  by  the  end  of  next  year, 
based  on  nonbinding  commitments  from 
lenders. 

Chairman  Bruce  Morrison  of  the 
Federal  Housing  Finance  Board,  which 
oversees  the  FHLBs.  predicts  that  MPF 
volume  «111  hit  $100  bilhon  in  two  years. 
Lifting  the  cap  on  MPF  will  be  his  last 
official  act  before  Mornson  quits  June  .30 
to  become  a  lobb\Tst. 

If  MPF  purchases  conunue  to  grow 


at  that  astronomical  rate,  the  FHLBs 
could  themselves  become  mortgage-mar- 
ket giants  in  less  than  a  decade.  CnQcs 
argue,  however,  that  the  program  could 
crash  and  bum  before  then,  leaving  tax- 
payers holding  the  bag. 

The  party  line  is  that  benefits  accru- 
ing to  the  bottom  lines  of  lenders  like 
Norwest.  Wells  Fargo.  Chase  Manhat- 
tan and  Countrywide  Credit  Industries 
eventually  will  trickle  down  to  the  bor- 
rowers. There's  scant  evidence  of  this  so 
far.  There  also  are  questions  about 
whether  the  Home  Loan  Banks,  which 
critics  argue  are  undercapitalized,  can 
manage  interest-rate  risk  skillfully 
enough  as  the  progTTun  mushrooms  to 
avoid  the  prospect  of  a  huge  taxpayer 
bailout.  Their  regulators  and  presidents 
contend  they  can. 

Congress  thus  far  is  treating  the 
FHLBs  much  the  same  way  they  treat 
the  Internet  It  has  taken  a  hands-olT  ap- 
proach to  let  the  fledgling  program  test 
Its  wmgs.  In  the  meantime,  Republican 
Richard  Baker  of  Louisiana,  chairman  of 
the  House  Banking  Subcommittee  on 
Capital  Maritets,  Securities  and  Govern- 
ment Sponsored  Enterprises,  is  holding 
hearings  on  a  propjosal  to  give  the  regu- 
lators of  Fannie  Mae  and  Freddie  Mae 
jurisdiction  over  the  FHLBs.  as  well,  to 
level  the  playing  field.  If  the  change 
were  enacted,  the  banks  would  need  to 
reduce  their  leverage.  There  is  no  com- 
panion bill  in  the  Senate,  so  there's  little 
likelihood  of  such  legislation  anytime 
soon. 

Fannie  and  Freddie,  both  share- 
holder-owned corporations,  haven't  been 
seriously  affected  yet  because  the  MFP 
isn't  as  appetizing  to  originators  with 
conventional  loans  to  sell.  But  the  Home 
Loan  Banks  are  working  on  improve- 
ments, because  Morrison  wants  FHA 
loans  to  constitute  no  more  than  a  third 
of  their  purchases.  The  whole  idea  is  for 
the  banks  to  compete  with  all  the 
secondary  market  players. 

Freddie  and  Fanme  have  responded 
-  not  with  price  cuts,  but  with  appeals  to 
members  of  Congress,  complaining  be- 
hind closed  doors  that  the  contest  isn't 
fair  because  the  FHLBs  are  so  highly 
leveraged.  A  Home  Loan  Bank  can  make 
do  with  a  1%  return  because  of  its  cap^ 
tal  structure,  whereas  Fannie  Mae  and 
Freddie  Mac  need  something  in  the 
12*^-15'*  range.  They've  also  been  at- 
tempting to  convince  House  Banking 
Chairmen  Jim  Leach  and  others  that  the 


persons  responsible  for  MPF  don't  re- 
ally understand  the  mortgage  business. 
According  to  our  sources  on  Capitol 
Hill.  Fannie  Mae's  chairman  and  chief 
executive,  Frank  Raines,  paid  a  personal 
visit  to  Leach  earlier  this  month  to  com- 
plain that  the  Home  Loan  Banks  were 
paying  far  too  much  for  FHA  loans.  The 
implication  is  that  tf  the  banks  had  to  sell 
the  loans  tomorrow  to  raise  cash,  they'd 
take  a  big  hit 


No  May  Queen 

*' May's  decline  in  Ginnie  Mae  production 
may  be  due  to  competition  from  the 
Federal  Home  Loan  Banks  and  Fannie 
Mae,  which  have  been  buying  up  FHA 
loans  being  originated  by  banks  and 
mortgage  companies.  Ginme  Mae  buys 
FHA  loans  to  collateralize  its  securities. 


(SbUbons) 


M»y 

Mort9*9e  Auooation  ind  nduitry  tunona 

TTie  banks  are  offering  lenders  prices 
they  can't  possibly  refuse.  Commercial 
banks,  savings-and^loans,  insurance 
companies  and  mortgage  companies  are 
applying  for  FHLB  membership  in 
droves  to  take  advantage  of  the  new 
product  Countrywide  moved  a  mort- 
gage operation  from  Vermont  to  the 
Midwest  just  so  it  could  join  the  Federal 
Home  Loan  Bank  of  Chicago,  which 
originated  the  program. 

A  new  member  must  buy  stock  in  the 
bank  in  proportion  to  the  amount  it  is 
borrowing  from  it  That  stock  is  redeem- 
able when  the  member  decides  to  quit 
Critics  argue  the  stock  constitutes  a  de- 
posit not  capital  with  permanency. 

Previously,  an  originator  had  two  op- 
tions when  it  made  a  mortgage  loan:  It 
could  hold  it  in  portfolio,  an  expensive 
undertaking  given  the  resen-e  require- 
ments and  costs  for  hedging  against  in- 
terest-rate nsks;  or  it  could  sell  it  as  part 
of  a  pool  of  loans  to  one  of  the  secondary- 


market  agenaes.  which  charge  around 
20  basis  points  -  one-fiflh  of  a  percent- 
age point  -  per  year  of  the  prinapal  bal- 
ance in  the  mortgage  pool  to  cover  credit 
losses. 

Alex  Pollock,  president  of  the  Federal 
Home  Loan  Bank  of  Chicago,  felt  the 
credit-loss  fees  charged  by  Freddie  Mac 
and  Fannie  Mae  were  evtreme.  espe- 
cially for  lenders  who  are  careful  with 
their  underwriting.  So  he  devised  a  thii-ri 
option:  If  a  lender  sells  a  mortgage  with 
private  or  government  mortgage  insur- 
ance covering  at  last  20%  of  the  pnnci- 
-pal,  his  bank  will  share  responsibility 
with  the  lender  for  the  uninsured  portion 
of  the  loan.  The  Chicago  bank  absorb.^  a 
first  layer  of  any  loss  in  excess  of  the  in- 
surance, the  lender  absorbs  a  second 
layer  and  the  Chicago  bank  absorbs  the 
remainder,  if  it  comes  to  that.  The 
Chicago  bank  pays  the  lender  a  credit- 
enhancement  fee  every  nwnth  a  loan 
goes  without  a  default  This  encourages 
lenders  to  send  the  FHLBs  their  best 
credits. 

There  are  additional  benefit*;.  The 
loan  is  never  on  the  balance  sheet  of  the 
lender,  which  means  that  all  of  the  inter- 
est-rate and  prepayment  risk  belongs  to 
the  FHLB.  The  lender  handles  the  ser- 
vicing and  coUecls  servicing  fees.  And 
the  lender  is  required  to  hold  only  a  frac- 
tion <jS  the  loan's  value  as  capital,  which 
frees  up  cash  for  more  lending. 

Mortgage-market  worrywarts  with 
whom  we  spoke  -  these  were  not  Fan- 
nie Mae  and  Freddie  Mac  employees  - 
believe  some  of  the  banks  ar?  skimping 
on  interest-rate  hedges  on  MPF  loan.'^ 
to  fatten  their  bottom  lines.  Each  bank 
decides  how  much  risk  it  wants  to  lake. 
Critics  say  the  banks  are  leaving  two- 
thirds  of  the  loans  "naked"  (unhedged) 
on  the  assumption  that  they  will  all  be 
paid  off  in  five  to  10  years.  Such  pre- 
payments are  common,  owing  to  the 
propensity  of  homeowners  to  move  or 
refinance. 

Another  problem,  say  these  woiriers. 
lies  in  the  banks"  reporting;  They  don't 
mark  their  portfolios  to  market,  because 
if  a  bank's  loan  portfolio  pulls  the  insti- 
tution under  water,  lenders  might  hear 
about  it  and  pull  out  with  their  stock, 
leaving  Uncle  Sam  to  clean  up  the  mess. 
The  banks  respond,  however,  that  the 
complaints  are  farfetched. 

"You  know  why  they  won't  tell  you 
this  on  the  record?  Because  it's  stupid." 
says  Pollock. 

Perhaps.  But  there's  apparently 
enough  concern  that  the  system' «;  own 
i-egulator  has  proposed  tougher.  lisk- 
based  capital  standards  for  the  Home 
Loan  Banks,  Memones  of  the  collapse  of 
the  federally  insured  thrift  system  ai'e 
apparently  still  fresh  in  Washington,  a 
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Testimony  of 

Thomas  A.  Schatz 

President 

Citizens  Against  Government  Waste 

Before  the  House  Subcommittee  on  Capital  Markets,  Securities,  and  Government 

Sponsored  Enterprises 
June  15,  2000 


Mr.  Chairman,  members  of  the  committee,  thank  you  for  the  opportunity 
to  testify  today.  In  particular,  I  would  like  to  thank  Mr.  Baker  for  convening  this 
important  series  of  public  hearings  to  address  the  issue  of  government- 
sponsored  enterprises  (GSEs).  My  name  is  Tom  Schatz.  I  am  the  president  of 
Citizens  Against  Government  Waste  (CAGW),  a  nonpartisan,  nonprofit 
organization  with  more  than  one  million  members  and  supporters  nationwide 
dedicated  to  eliminating  waste,  fraud  and  abuse  in  government. 

CAGW  is  part  of  the  Homeowners  Education  Coalition  (HomeEC)  a 
coalition  comprised  of  taxpayer  groups,  several  of  which  have  representatives  at 
this  table  today.  This  newly  formed  group  intends  to  raise  questions  with  our 
members,  the  media  and  the  public  about  the  nation's  largest  GSEs  and  how 
their  activities  impact  taxpayers. 

CAGW  was  created  16  years  ago  after  Peter  Grace  presented  to  President 
Ronald  Reagan  2,478  findings  and  recommendations  of  the  Grace  Commission 
(formally  known  as  the  President's  Private  Sector  Survey  on  Cost  Control). 
These  recommendations  provided  a  blueprint  for  a  more  efficient,  effective  and 
smaller  government. 

Since  1984,  the  implementation  of  Grace  Commission  recommendations 
has  helped  save  taxpayers  more  than  $625.4  billion.  CAGW  has  been  working 
tirelessly  to  carry  out  the  Grace  Commission's  mission  to  eliminate  government 
waste. 

In  fact,  CAGW's  interest  in  the  activities  of  the  nation's  housing 
government-sponsored  enterprises  originates  with  the  Grace  Comiiussion's 
Report  on  Board/ Commissions  -  Bariking. 

The  Grace  Commission  recognized  the  special  advantages  that  Fannie 
Mae  and  Freddie  Mac  had  and  described  the  leverage  these  benefits  conferred. 
The  commission  understood  then,  as  do  many  of  you  of  you  today,  that  the 
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GSEs'  "agency"  status  assures  them  access  to  credit  at  a  preferential  rate.  The 
commission  concluded  that  the  implication  of  federal  support  ensured  that  "even 
without  full  faith  and  credit,  the  government  would  rescue  an  agency  in  trouble. 
This  appears  to  be  important  in  increasing  the  credit  limits  of  an  agency,  even 
though  less  creditworthy  agencies  pay  interest  rates  above  more  creditworthy 
agencies." 

The  Grace  Commission  also  stated  that  the  special  advantages  enjoyed  by 
Fannie  Mae  and  Freddie  Mac  distort  the  market.  They  acted  as  "a  powerful 
disincentive  for  well-capitalized  private  sector  entities  to  compete  in  the 
mortgage  market."  The  commission  also  stated  that  there  was  no  reason  for 
Fannie  Mae  and  Freddie  Mac  not  to  pay  state  and  local  taxes,  and  outlined  a 
potential  transition  to  fully  private  status  for  all  goverrunent  sponsored 
enterprises,  "without  threatening  their  ability  to  perform  their  historic  mission." 

The  Grace  Commission  further  noted  that  the  concern  over  federal  debt 
had  not  been  carried  over  to  comparable  increases  in  agency  debt.  TTiat  lack  of 
concern  was  related  to  the  fact  that  farming  and  home  building,  two  "powerful 
constituencies,"  were  primary  beneficiaries  of  the  GSEs,  "making  them  a  difficult 
target  for  any  activity  that  gives  the  appearance  of  a  reduction  in  Government 
support." 

The  Grace  Commission  summed  up  why  it  is  important  for  Congress  to 
convene  hearings  such  as  these  and  to  continue  oversight  of  the  GSEs.  "The 
Government  does  not  control  agency  growth  because  it  is  private;  but  the 
agencies  depend  upon  Federal  sponsorship  (i.e.,  being  treated  as  part  of  the 
Government)  for  their  growth.  This  contradiction  has  extremely  important 
consequences,  now  and  for  the  future."  Remember  that  this  was  in  1984. 

I  have  included  these  recommendations  for  the  record  with  my  testimony. 

Originally  created  to  create  liquidity  in  the  secondary  market  for 
mortgages,  Fannie  Mae  and  Freddie  Mac  were  chartered  by  the  federal 
government  and  charged  with  a  specific  mission;  to  promote  homeownership.  In 
order  to  accomplish  this  mission,  Fannie  Mae  and  Freddie  Mac  were  endowed 
with  a  raft  of  special  privileges.  For  example, 

•     Fannie  Mae  and  Freddie  Mac  do  not  have  to  register  their  securities  with  the 
Securities  and  Exchange  Commission  (SEQ.  This  frees  them  from  expensive 
regulatory  burdens  that  their  private-sector  competitors  carry.  According  to 
Treasury  Undersecretary  Gary  Gensler,  this  exemption  was  worth  $280 
million  to  Fannie  Mae  and  Freddie  Mac  last  year. 
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•  Fannie  Mae  and  Freddie  Mac  are  also  exempt  from  paying  state  and  local 
income  taxes,  an  advantage  that  any  business,  small  or  large,  would  love  to 
have.  In  1999,  that  exemption  saved  Fannie  Mae  and  Freddie  Mac  $690 
million. 

•  In  1996,  the  Congressional  Budget  Office  (CBO)  estimated  their  total  subsidies 
to  be  $6.5  billion  in  1995.  That  study  determined  that  one-third  of  the  subsidy 
was  absorbed  by  Fannie  and  Freddie,  rather  than  benefiting  homeowners  and 
also  appropriately  questioned  whether  the  GSEs  continue  to  be  necessary  to 
the  financial  markets  at  all. 

•  Fannie  and  Freddie  do  not  have  to  meet  the  same  capital  requirements  that 
are  imposed  on  banks  and  thrifts.  In  other  words,  they  do  not  have  to  keep  as 
much  money  on  hand  to  cover  losses  if  people  default  on  the  mortgages 
Fannie  Mae  and  Freddie  Mac  have  bought. 

•  Because  of  their  special  advantages,  the  GSEs  are  able  to  borrow  at  rates 
almost  as  low  as  the  Treasury  itself.  Cheaper  money  for  Fannie  Mae  and 
Freddie  Mac  means  that  they  can  loan  money  more  cheaply  or  make  more 
money  on  the  same  loans  than  their  private-sector  counterparts.  That 
message  has  been  received  loud  and  clear  on  Wall  Street.  A  May  12,  2000 
Moody's  press  release  ascribed  the  GSEs'  high  bond  rating  to  their  "good 
financial  fundamentals,  the  strong  implied  government  support  of  the 
enterprises,  and  the  competitive  advantages  they  enjoy  as  a  result  of  their 
special  statu  f  [italics  added]. 

•  The  prize  that  tops  them  all,  though,  is  the  financial  markets'  belief  that 
Fannie  Mae  and  Freddie  Mac  are  too  big  to  fail.  This  implied  federal 
guarantee  is  the  most  significant  benefit  the  GSEs  enjoy.  The  CBO  found  in 
1996  that  about  40  percent  of  the  earnings  of  Fannie  Mae  and  Freddie  Mac 
could  be  traced  to  their  government-sponsored  status.  This  implied 
guarantee  is  reinforced  by  the  fact  that  Fannie  Mae  and  Freddie  Mac  each 
have  a  $2.25  billion  line  of  credit  at  the  U.S.  Treasury  Department.  Though 
they  have  never  tapped  that  credit  line,  it  is  the  GSEs'  most  visible  tie  to  the 
federal  government. 

Since  the  creation  of  the  GSEs,  times  have  changed.  Today,  the  nation's 
home  ownership  rates  hover  near  67  percent.  Fannie  and  Freddie  have  played  a 
key  role  in  helping  millions  of  Americans  achieve  the  quintessential  American 
dream  of  owning  their  own  home.  This  kind  of  success  is  laudable.  The  overall 
economy  is  strong.  Indeed,  Fannie  Mae,  which  was  in  dire  financial  straits  just 
seventeen  years  ago,  is  now  on  sound  financial  footing  and  both  Fanrue  Mae  and 
Freddie  Mac  today  enjoy  double  digit  growth  rates. 
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In  addition,  because  of  the  outstanding  success  of  the  securitizations 
undertaken  by  Fannie  Mae  and  Freddie  Mac,  the  notion  of  securitization  is  a 
firmly  established  financial  practice.  Today,  thousands  of  private  entities  are 
standing  by  with  sophisticated  techniques  to  securitize  everything  from  credit 
cards  to  taxi  cab  licenses  in  New  York  City,  thanks  in  large  part  to  the  successful 
example  established  in  the  marketplace  by  the  GSEs. 

If  that  were  the  end  of  the  story,  we  wouldn't  be  here  today.  The  activities 
of  Fannie  Mae  and  Freddie  Mac  do  not  exist  in  a  vacuum.  Their  duty  to 
shareholders  requires  that  they  maximize  profits.  Yet,  since  there  is  also  a  duty 
to  the  taxpayers  that  runs  with  their  special  status,  one  mission  necessarily  comes 
into  conflict  with  the  other.  There  are  strong  indications  that  the  GSEs'  activities 
in  recent  years  have  begun  to  stray  from  their  chartered  mission,  that  their 
primary  motivation  has  become  the  pursuit  of  high  profit,  and  that  this  is  driving 
them  into  increasingly  risky  financial  practices. 

If  Fannie  Mae  and  Freddie  Mac  were  purely  private,  and  if  they  were  not 
supported  by  tens  of  billions  of  dollars  worth  of  taxpayer-backed  special  benefits 
over  the  years,  the  nature  of  their  activities  might  attract  only  a  passing  glance. 
But  Fannie  Mae  and  Freddie  Mac  are  not  purely  private.  In  fact,  their  lucrative 
links  to  the  federal  government  obligate  Congress  and  the  industry's  regulators 
to  pay  special  attention  to  what  they  do  and  how  they  do  it.  Failing  to  exercise 
an  appropriate  level  of  oversight  would  be  an  abrogation  of  Congress' 
constitutional  duties. 

Questions  raised  about  Fannie  Mae  and  Freddie  Mac  must  not  be 
characterized  as  dry  academic  musings  or  dismissed  as  the  rantings  of 
disgruntled  competitors,  as  several  Fannie  Mae  and  Freddie  Mac  representatives 
have  repeatedly  tried  to  do.  Fannie  Mae  and  Freddie  Mac  have  characterized 
those  who  have  made  an  issue  of  their  activities  as  being  "anti-homeownership." 
As  an  individual  taxpayer  group  with  a  16-year  track  record  of  exposing  waste 
and  mismanagement  and  as  a  member  of  the  HomeEC  coalition,  we  are  one  of 
those  falsely  accused  of  wanting  to  drive  up  costs  for  homeowners.  Nothing 
could  be  further  from  the  truth.  Unfortunately,  it  is  not  unusual  for  CAGW  and 
others  who  wish  to  maximize  the  efficient  use  of  tax  dollars  to  be  attacked  by 
federal  agencies  and  others  who  are  loath  to  submit  to  the  scrutiny  of 
congressional  oversight  or  suggested  improvements  in  their  operations. 

CAGW  is  proud  of  our  desire  to  increase  oversight  of  Fannie  Mae  and 
Freddie  Mac.  In  fact,  the  U.S.  Treasury  Department  shares  our  concerns.  The 
U.S.  General  Accounting  Office  shares  our  concerns.  The  Congressiond  Budget 
Office  shares  our  concerns.  As  of  May  19*,  we  can  count  Alan  Greenspan, 
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Chairman  of  the  Board  of  the  Federal  Reserve  System,  among  our  allies.  The 
truth  is  that  the  housing  GSEs  have  become  so  ascendant  in  the  financial  markets 
that  their  activities  have  far-reaching  effects  throughout  the  entire  national 
financial  system  and  therefore  into  the  pocketbooks  of  ordinary  citizens. 

How  large  are  they?  By  2003,  Fannie  Mae  and  Freddie  Mac  combined  will 
have  more  debt  outstanding  than  Treasury  debt  held  by  the  public.  It  is  ironic 
that  Fannie  Mae  Chairman  Franklin  Raines,  as  former  director  of  the  Office  of 
Management  and  Budget,  saw  the  national  debt  begin  to  ebb  during  his  tenure 
there,  only  to  preside  over  an  explosion  of  implicitly  taxpayer-backed  debt  at  his 
next  job. 

In  January  of  this  year,  Fannie  Mae  announced  that  it  was  positioned  to 
issue  its  debt  securities  in  unlimited  quantities,  a  statement  that  ought  to  send 
chills  down  the  spine  of  taxpayers.  At  current  growth  rates,  by  the  year  2005,  the 
GSEs  are  expected  to  carry  $3  trillion  in  debt. 

This  is  a  point  that  has  been  addressed  by  Treasury  Undersecretary  Gary 
Gensler  in  his  March  25*  2000  testimony  before  this  subcommittee.  Mr.  Gensler 
characterized  the  $1.4  trillion  in  current  GSE  debt  as  "large  on  any  relative  scale. 
It  is  now  roughly  the  size  of  the  entire  municipal  bond  market,"which  is  the 
combined  debt  of  all  fifty  states  and  localities  that  issue  publicly  traded  debt. 
That  figure  does  not  include  the  $1.2  trillion  in  GSE-guaranteed  mortgage  backed 
securities. 

From  the  time  of  their  congressional  charters  in  the  late  60's  and  early  70's 
Fannie  Mae  and  Freddie  Mac  have  grown  exponentially,  well  beyond  the 
imagination  of  anyone  active  in  those  decisions.  According  to  the  Treasury 
Department,  last  year  Fannie  and  Freddie  together  either  owned  or  guaranteed 
63  percent  of  the  outstanding  conventional  mortgages  in  the  country.  GSEs  are 
no  longer  passive  pass-through  agencies  in  the  secondary  mortgage  market.  As 
Mr.  Gensler  pointed  out,  the  GSEs'  willingness  to  purchase  a  mortgage  on  the 
secondary  market  now  more  or  less  dictates  whether  the  mortgage  will  be 
written  at  all. 

It  isn't  just  the  amount  of  their  debt  which  ought  to  trouble  taxpayers. 
After  all,  the  congressionally  chartered  purpose  of  the  GSEs  is  to  provide 
liquidity  in  the  mortgage  market,  to  purchase  mortgages,  bundle  them  into 
securities  and  resell  them  to  private  sector  investors,  who  then  bear  the  risk. 
Today,  what  Congress,  regulators,  and  taxpayers  ought  to  be  focused  on,  in 
addition  to  the  amount  of  the  debt  they  haveoutstanding,  is  the  nature  of  the 
debt  they  hold  in  their  own  portfolios,  the  maturity  of  the  mortgage  market,  and 
the  direction  Fannie  Mae  and  Freddie  Mac  are  taking  in  the  future.  In  particular. 
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the  proposed  replacement  of  Treasury  debt  with  Fannie  and  Freddie  debt  as  a 
marketplace  benchmark  deserves  the  utmost  scrutiny.  That  is  a  major  concern 
expressed  by  Chainnan  Greenspan  in  his  recent  letter. 

Since  1993,  Fannie  and  Freddie  have  begun  to  repurchase  their  own 
mortgage-backed  securities  and  hold  them  in  portfolio.  Why?  The  answer  is 
profit.  Fannie  Mae  and  Freddie  Mac  have  experienced  double  digit  growth  rates 
over  the  last  few  years.  Their  institutional  investors  and  stockholders  have 
become  very  accustomed  to  those  high  profits  and  Fannie  Mae  and  Freddie  Mac 
have  committed  publicly  to  continue  to  deliver  those  kinds  of  profits  on  an 
annual  basis.  Repurchasing  mortgage-backed  securities  is  one  way  to  scoop  up 
higher  profits.  This  is  why,  in  our  view,  the  percentage  of  mortgage-backed 
securities  held  on  Fannie  Mae's  books  has  increased  from  5  percent  in  1993  to  29 
percent  in  1999.  Instead  of  dispersing  risk  into  the  private  market,  where  it 
belongs,  Fannie  and  Freddie  are  reconcentrating  it  in  their  own  portfolios,  which 
are  implicitly  backed  up  by  the  taxpayers.  The  question  that  Congress  should  be 
asking  is  "how  does  repurchasing  mortgage-backed  securities  further  the 
congressionally-chartered  missions  of  Freddie  Mac  and  Fannie  Mae?"  This 
question  has  not  been  adequately  answered. 

The  Grace  Commission  recognized  that  GSE  debt  would  expand  and 
suggested  that  such  expansion  be  restrained  by  proposing,  in  recommendation 
BANK  40-2,  that  "Congress  should  be  requested  to  mandate  that  organizations 
having  agency  status  be  allowed  to  invest  only  in  Government  securities  unless 
held  pursuant  to  their  mission.  This  will  remove  the  opportunity  for  an  agency 
to  arbitrage  investments  against  its  lower  cost  of  borrowing."  This  is  precisely 
what  Fannie  Mae  is  now  doing. 

Groups  such  as  CAGW  and  the  other  organizations  in  HomeEC 
represented  at  this  hearing  today  are  pressing  for  oversight  on  behalf  of 
taxpayers  because  our  members  vividly  remember  the  S  &  L  crisis  of  the  1980s 
and  the  $500  billion  bailout  of  the  90s,  which  they  paid  for.  We  applaud 
Chairman  Baker  for  stimulating  a  much-needed  debate  about  the  government- 
sponsored  enterprises,  their  activities,  their  motivations,  and  their  impact  on 
average  taxpayers.  It  is  timely  and  we  urge  you  to  continue  pushing  for 
disclosure,  transparency  and  clarity  with  regard  to  the  GSEs. 

With  regard  to  the  specifics  of  H.R.  3703,  CAGW  commends  Chairman 
Baker,  Chairman  Jim  Leach  and  their  colleagues  for  co-sponsoring  the  bill.  The 
legislation  has  obviously  ruffled  a  few  feathers  and  brought  down  a  firestorm  of 
criticism  from  some  quarters.  All  we  can  say  is,  our  one  million  members  and 
supporters  thank  you  for  simply  doing  what  more  subcommittees  should  do  - 
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make  sure  that  programs  and  policies  continue  to  be  effective,  and  modify  or 
terminate  them  if  they  don't. 

CAGW  views  several  aspects  of  this  legislation  as  extremely  well-advised. 
In  particular,  we  strongly  favor  the  elimination  of  the  GSEs'  lines  of  credit  with 
the  U.S.  Treasury.  These  credit  lines  are  miniscule  in  comparison  to  the  GSEs' 
potential  liabilities  and  their  existence  sends  a  false  message  to  Wall  Street  that 
taxpayers  would  bail  the  GSEs  out  in  a  financial  crisis. 

We  also  believe  that  Congress  must  examine  the  GSEs'  forays  outside 
their  charters  into  highly  competitive  financial  areas  where  they  unfairly 
undercut  competition. 

And  we  concur  with  Treasury  Undersecretary  Gary  Gensler's  concerns  as 
to  whether  commercial  banks  ought  to  be  permitted  to  hold  in  portfolio 
unlimited  percentages  of  GSE  debt.  This  practice  also  reinforces  the  notion  that 
the  debt  of  the  GSEs  is  equivalent  to  the  debt  issued  and  explicitly  guaranteed  by 
the  Treasury,  and  reinforces  the  belief  that  the  GSEs  are  too  big  to  fail  and  that 
taxpayers  will  be  forced  to  shore  them  up  in  an  emergency.  This  is  an  issue  that 
should  be  explored  further  by  the  subcommittee. 

During  his  recent  testimony  before  this  subcommittee,  Fannie  Mae's 
Chairman  repeated  several  times  that  Fannie  Mae's  activities  pose  "zero  risk"  to 
the  government  and  to  taxpayers.  This  statement  is  very  misleading.  In  the 
world  of  high  finance,  growth  and  a  high  rate  of  return  are  inextricably  linked  to 
risk.  There  is  much  to  talk  with  regard  to  risk  management,  but  I'd  like  to  take  a 
moment  to  address  one  issue  that  has  recently  made  the  papers. 

I  refer  to  the  ads  that  Fannie  Mae  has  been  running  in  which  they  talk 
about  the  financial  "stress  test"  they  are  required  to  undergo.  This  stress  test  was 
established  as  part  of  1992  legislation,  which  also  created  the  GSEs'  regulator,  the 
Office  of  Federal  Housing  Enterprise  Oversight.  Mr.  Raines  also  referred  to  the 
stress  test  in  his  testimony  before  this  subcommittee. 

Now  would  be  a  good  time  to  set  the  record  straight  on  the  stress  test. 
This  regulation,  which  is  designed  to  certify  the  financial  safety  and  soundness  of 
the  GSEs,  has  not  in  fact  gone  into  effect,  though  it  is  in  its  final  stages.  Even  so, 
almost  nine  years  after  the  law  requiring  this  test  was  enacted  by  the  Congress,  it 
will  be  at  least  another  year  before  it  is  activated.  What  is  more,  Fannie  Mae  in 
particular  has  consistently  resisted  submitting  to  the  stress  test.  It  is  strange 
indeed  to  now  see  Fannie  Mae  extolling  the  virtues  of  a  regulation  that  they  have 
consistently  argued  against  and  which  has  never  actually  been  applied. 
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Mr.  Chairman,  CAGW  would  like  to  submit  the  ad,  along  with  a  series  of 
letters  from  Fannie  Mae  criticizing  the  stress  test,  into  the  record. 

With  Fannie  Mae  and  Freddie  Mac,  we  have  two  mammoth  quasi- 
governmental  entities  that  claim  agency  status  when  it  suits  them  and 
simultaneously  claim  to  be  private  financial  institutions  when  it  suits  them. 

Franklin  Raines  has  stated  that  the  great  success  of  Freddie  Mac  and 
Fannie  Mae  shows  that  one  can  pursue  a  public  mission  and  still  deliver  high 
returns  to  shareholders.  But  the  usual  experience  is  quite  the  opposite.  This 
kind  of  public/private  schizophrenia  breeds  mismanagement  and  inefficiency 
and  often  ends  up  costing  taxpayers  billions.  As  one  longtime  observer  of  the 
financial  markets  has  noted,  with  the  creation  of  Fannie  Mae  and  Freddie  Mac, 
we  have  only  succeeded  in  privatizing  the  profits,  while  socializing  the  risks. 

Taxpayers  must  not  be  victimized  again  by  a  financial  crisis  that  would 
dwarf  the  S  &  L  crisis.  Now,  while  the  economy  is  strong,  is  the  best  time  to 
begin  examining  crucial  questions  regarding  the  nature  of  the  nation's 
government-sponsored  enterprises. 

On  behalf  of  our  one  million  members  and  supporters,  we  thank  the 
committee  for  the  opportunity  to  speak  to  you  today  and  are  available  to  answer 
any  questions  you  might  have. 


297 


THE  WALL  STREET  JOURNAL 


MONDAY,  JUNE  5.  2000 


With  millions  of  American  families  counting  on  us,  we  have 
to  be  built  to  withstand  anything  the  economy  throws  at  us. 


Eight  years  ago.  Congress  passed  legislation  meant  to  ensure  that  Fannie  Mae,  a 
privately  managed.  Khareholder-owned  company,  would  always  be  run  In  a  safe  manner. 
You  see.  as  the  largest  source  of  Funds  for  home  mortgages  and  a  company  ulth  hundreds 
of  billions  of  dollars  In  assets.  It's  critical  that  the  nnanclal  markets,  policymakers,  and 
American  home  buyers  know  ihat  Fannie  Mac  will  always  be  financially  Kound. 

Today,  out  6tr"lce  lo  ihe  American  home  buyer  haa  ne\-er  been  more  Important  We  lower 
mortgage  comb  while  helping  to  ensure  there  Is  never  a  shortage  of  mortgage  funds. 
And  even  as  we've  become  larger.  weVe  also  become  financially  stronger.  Because  of  the 
farsightedness  of  Congress.  Fannie  Mae's  caplial  standard  Is  the  toughest  In  the  Hnancla) 
sen'ices  industry-.  It  begins  with  the  fact  that  we  ran  only  Invest  In  on.e  type  of  asset. 
Unlike  banks,  \vhlch  use  taxpayer  Insured  deposits  to  finance  ever^'lhlng  from  credit  card 
loans  to  loans  lo  foreign  countries.  Fannle'Mae  Invests  In  one  of  the  world's  safest  assets: 
mortgages  that  finance  homes  In  .\merlca. 

To  nnsnce  ihc  mongpges  we  own  or  guarantee.  Fannie  Mae  has  to  hold  enough  caphal  (o  • 
withstand  interest  r.Ties  either  rising  or  falling  by  up  lo  ?iL\  pcrceniage  points  and  sta\lng 
there  for  Icn  ycar<.  Slniultaneoush*.  we  have  lo  be  able  to  MistajD  caiaslrophlc  credit  losses 
equal  lo  the  'n-ors(  rccUnial  evprrlenre  In  the  last  20  years  —  siich  as  what  happened  to  a 
portion  of  the  oil  pnith  <t.iifs  In  \he  laie  19S0S.  Watt  —  there's  more. 

We  also  have  lo  held  an  nrirtfnoiml  30  pcrtcni  In  c.viro  capital  lo  cmer  manngement  and 
operations.  Tliats  rlcht:  interest  rate?  soaring  or  pUimmetlnt;.  ihc  entire  economy  cotlapslnfl. 
and  an  exira  30  pcrcfin  in  rapiiil  held  lo  boot. 

\o  other  rlft*5.  of  fln..iu  !.il  In^ilinitcns  has  *u(  h  a  louph  Mombrd.  AikI  ver>-.  vct>-  fnv  nthcrs 
itiuldnirti  11  if  iluT  <lid 

Fannie  M:»r   rniini.  pm.ne  ( .iplinl  lo  work   l.owermg  co-'ts  Umrrtnc  rl>k«. 


r^  RniiiTeA'Ta< 
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^i  JaimieMae 


JaaiK  3.  CordWi 
VictClUtr 

)M0  Wiwama  Axaac  N  V 
VMUB«Km.  OC  2D0tM*n 

:o2m)9aoftu> 


October  27.  1998 


BY  HAND 

Mr.  Mark  A.  Kinsey 

Acting  Director 

0f5ce  of  Federai  Housing  Enterprise  Oversight 

1 70O  G  Street.  N.W. 

'v.Vashineton.  DC  20552 

Dear  Mark: 

I  am  writing  to  express  my  strong  objecuon  to  your  intention  to  include  with  OFHECs  risk- 
based  capital  r.cace  of  proposed  njlemaking  ("NPR  21  that  wiii  be  submined  to  0MB  this  week 
a  caicuiaifid  dollar  or  pcrcentase  amount  of  capital  required  to  be  held  by  Fannie  Mae  and 
Freddie  Mac  under  the  test 

Release  of  the  theoredcal  results  of  a  proposed  stress  test  serves  no  public  policy  purpose.  The 
final  nsk-based  capital  requirement  for  Fannie  Mae  and  Freddie  Mac  will  be  determined  afiera 
lone  comment  period  on  NPR  2,  during  which  rime  OFHEO's  model  could  change  in  many 
ji^^e.^Slons.  be  substantially  redrafted  or  withdrawn.  The  1992  starute  does  not  require  OFHEO 
0  puolicly  anach  a  numencai  :::piial  requirement  in  the  proposed  rule  stage  and.  to  the  contrary. 
joes  not  contemplate  such  action.  Secuon  1 36 1(a)  of  the  statute  says:  "when  applied  to  an 
.^aierpnse,  the  nsk-based  capital  test  shall  deiennine  the  amount  of  total  capital  for  the 
tfnicrDnse...."Yempha5is  added).  This  statement  cleariy  implies  thai  the  reguiadoQ  should 
include  the  "tei-t"  and  not  the  result.  Moreover,  it  is  difficult  to  see  how  a  capital  test  in  the  NPR 
iage  could  be  "applied"  wiihia  the  meaning  of  a  statute  thai  contemplates  that  the  test  will 
determine  the  final  amount  of  capital  an  enterprise  is  required  lo  hold. 

As  you  know,  we  are  currently  very  well  capitalized.  Your  office  has  so  determined  under  the 
present  regulatory  structure,  and  this  detcrminaiion  was  confinned  last  year  by  the  AA-  -risk-to- 
.he-eovemment'  rating  conferred  upon  us  by  Standard  and  Poor's  in  an  exercise  your  ofBce 
;muaied.  We  are  contldent  tnat  we  will  be  able  to  meet  any  reasonable  stress  tesL  As  you  have 
iaid.  there  will  be  a  number  of  avenues  open  to  us  to  alter  our  risk  proiile  to  achieve  full 
compliance  with  the  final  reaularion  once  it  becomes  effective.  We  know  that  you  know  that, 
z\ii  the  general  public  does  not. 

A*  ore  ver%'  concerned  that,  s.-.ould  you  include  a  calculated  capital  "shortfall*'  in  the  regulation 
■  ou  suomit  to  OMB.  this  numoer  may  be  shared  with  others  who  will  not  have  a  proper  context 
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Wit^  which  to  evaluaie  iL  because  few  if  any  will  understand  the  asstimpiions  and  methodology 
underlying  your  model. 

lo  today's  highly  volatile  financial  environment,  the  capital  adequacy  of  financial  insiimtions  is 
being  accorded  iranendous  weight.  In  our  view,  ihere  is  nothing  to  be  gainpd.  and  potentiaily 
much  ro  lose,  should  a  calculated  capital  shortfall  be  'alrtm  otii  of  context  and  construed  b\-  a 
nervous  public  lo  mean  that  we  are  anything  other  than  the  rock-solid  anchor  of  the  mortgage 
finance  system  that  we  are. 

One  does  not  have  to  wander  very  far  from  today's  hrarflinrs  to  see  what  coocexns  about  a 
financial  institution's  finanr^al  health  can  do.  The  commerdai  mnngage-backed  secuhiy  market, 
the  home  equity  market,  the  high-yield  bond  market  and  the  subprime  mortgage  market  all  are 
et!ectiveiy  closed  down  today  because  of  investor  concerns  about  the  health  of  the  insdtuiioos 
ihat  underpin  them.  The  conformmg  rcsidentiai  mortgage  market  alone  has  escaped  this  turmoiL 
;hanks  almost  entirely  to  the  presence  and  effccnvcness  of  Faimie  Mae  and  Freddie  Mac 

Pnc  purpose  of  OFHEO  is  to  promote  the  safety  and  soundness  of  Fannie  Mae  and  Freddie  Mac. 
h  would  be  unconscionable  for  OFHEO  lo  actually  create  a  perccpdon  of  capital  inadequacy 
where  none  occurs  in  fact  based  on  the  misinterpretation  of  a  number  that  OFHEO  need  not 
iransmit  in  the  first  place. 


I  strongly  urge  you  to  reconsider  this  cridcal  mancr.  and  would  like  to  discuss  it  further  widi  you 
at  your  earliest  convenience. 


Jamie  S.  Goreiick 
Vice  Chair 


.Anne  E.  Dewey 
Donald  R.  .A/buckle 
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S  FannieMae 


ItmuXGattUek 
Yu-s  Ouir' 

SMS  TlKBWlk  JMWIK.  NV 
nt>lhl«*MI.  OC  BXll6inl 

302792  SUOm) 


D«enibBr4, 1598 


BY  HAND 

Mr.  Josbuu  Gotbsum 
Executive  Assodiie  Director 
OfficB  of  MmiagcaeDi  aod  Biuiget 
Wwhington.  D.C.  205CQ 

Mr.  Donald  R.  Arbuckle 
Deputy  AdminiKTBtor.  Office  of 

lofonnsiion  tad  Rsgulaiofv  AfTam 
Office  of  MannBonent  ^'^  Budget 
WishiDgtnn,  D.C.  20503 

Dear  Messrs.  Goibauni  «nd  Arbuckle: 

Thank  you  for  taking  the  time  to  raeet  with  us  about  OFHEO'i  second  notice  of  proposed 
rulwriik)ng  ("NPR  2")  on  riifc-hased  capittl  standards  for  Fannie  Mae  and  Freddie  Mac,  now 
imdcr  consideration  by  0MB.  Alitough  I-anaic  Ma  bw  not  had  a  chance  lo  review  NPR  2, 1 
think  -J/e  alJ  can  agree  that  developing  reawnable,  appropriate  risk-bwrd  capital  sundand*  ia 
extremely  imponant  to  the  AdminiitXBnon's  hoiuisg  policy. 

Fannie  Mse  plays  a  cenir^  role  in  the  U.S.  housing  maikcta  through  our  public  mondaiea  to 
provide  liquidiiy  and  stability  to  ihe  bousing  market  and  to  promote  affordable  bousing.  I  hive 
enclosed,  as  1  prcmisad,  a  chan  showing  the  importance  of  the  liquidity  function  perfonned  by 
Fannie  Mae,  especially  over  the  last  few  monrti.  as  w«lJ  aa  selected  newj  irticies  regarding 
Fannie  Mae's  role  during  the  recent  liquidity  crisis.  We  remain  available  to  discxjsa  the  effect  on 
both  our  dbiiity  to  provide  liquidity  and  our  affordable  bousing  mission  of  difTerenl  approaches 
10  nsif-bnsed  capital. 

As  I  noted  at  our  meeting,  we  are  concerned  that  OFhXO  has  not  given  Fannie  Mae  any    . 
opportunity  to  engage  in  a  dialog'je  about  the  substance  of  this  very  complex  and  technical 
urdenaidng  We  strongly  believe  that  we  ore  apprDpriaieiy  capitnJiied  and  that  our  risk-ba«ed 
capital  models  produce  accurate  aisessmenB  of  the  capital  we  need.  Wc  hove  a  stronger  credit 
rating  than  any  thrift  and  »ll  but  a  few  banks.  We  doubt  that  the  reguUtors  of  those  insiiuitiona. 
which  have  eoverr.r»ent  guaranteed  deposits,  would  aiy  thai  the  industries  ihc 
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undercapiuJized.  Tharafore,  if  OFH£0's  proposed  model  suHgesB  the  need  for  idtfidonil 
capitAl,  sen'ous  ^ua&ons  should  be  niaed  about  the  model  and  iu  assunptiona. 

I  hftve  enclosed  the  piper  I  prombed  which  owilau  a  leas  iotnislve  alianiadva,  which  makaa  ute 
of  the  expertise  of  Fannie  Mae  &nd  Fredxlie  Mac  while  os.'mnng  noore  than  adei^uaifi  superviiioa 
ibrougb  regulamry  acunizuuioa 

Aa  we  dijcussed.  there  ue  critical  policy  choices  enibeddad  In  ihe  OFHEO  proposal  -  choicei 
dut  nuy  well  detoTiiine  whether  there  will  be  nifficimt  fiindiog  &r  houains  in  this  countiy  and 
suifinefU  affordable  housing  in  our  cities  and  ujxdenuvcd  areaa.  For  (hia  inwoa,  I  Inv«  taken 
the  libeny  of  submioing  to  you  a  act  of  queations  0MB  might  ask  aa  it  eonaidera  the  model 
OFHEO  proposes  in  >fPR  1 

We  understand  that  this  lenei  and  the  attached  maierials  will  becooie  a  matter  of  public  record. 

Once  again,  ihAnk  you  for  your  consideration  and  ple&se  let  me  know  if  1  car  be  of  any 
uusc^nce  to  you  and  your  sta/F- 


Sincere! 


Attachments 


cc:  MaHcKinsey 
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PRESIDENTS 

PRIVATE  SECTOR  SURVEY 

ON  COST  CONTROL 


REPORT  ON 
BOARDS/COMMISSIONS  -  BANKING 


APPROVED  BY  THE  SUBCOMMITTEE  FOR  THE 
FULL  EXECUTIVE  COMMITTEE,  SPRING-FALL  1983 
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II.   ISSUE  AND  RECOMMENDATION  SUMMARIES  (CONT'D) 


G.   FEDERAL  NATIONAL  MORTGAGE  ASSOCIATION  AND  FEDERAL 
^HOME  tToAN  "mortgage  CORPORATION  ~ 

BANK  34;   TAXATION  JOF  THE  FEDERAL  HOME  LOAN 
MCDRTGACTe  CC)RP0RATTC)N 


Issue  and  Savings 

Can  the  present  Federal  tax  exemption  for  the  Federal 
Home  Loan  Mortgage  Corporation  (FHLMC)  be  removed? 

Based  on  December  31/  1981,  financial  statements,  an 
estimated  $16.4  million  in  Federal  taxes  would  have  been 
owed.   Over  three  years,  additional  revenue  of  $54.2  million 
would  be  available. 


Background 

This  issue  most  recently  arose  during  consideration  of 
H.R.  4787  and  H.R.  6442,  which  would  have  reorganized  and 
recapitalized  FHLMC.   When  FHLMC  was  established  in  1970  by 
P.L.  91-351,  it  was  granted  exemption  from  Federal,  state, 
and  local  taxation  (12  U.S.C.  1452(a))/  except  for  property 
tax.   When  the  Federal  National  Mortgage  Association  (FNMA) 
was  transferred  to  private  ownership  in  1968,  it  lost  its 
Federal  tax  exemption  --  but  not  its  local  and  state  exemp- 
tions --  and  its  obligations  became  generally  subject  to 
taxation-   Accordingly/  the  bills  to  reorganize  FHLMC  pro- 
posed comparable  tax  status  for  the  corporation  and  its 
obligations. 

The  proposal  for  taxation  in  H.R-  4787  called  for 
Federal  taxation  only  after  a  dividend  was  paid  on  common 
stock  (other  than  that  outstanding  stock  previously  issued 
to  members  of  the  Federal  Home  Loan  (PHL)  banks).   No  pro- 
vision in  the  bill  required  issuance  of  common  stock:   the 
amount  and  frequency  of  dividends  were  left  to  the  discre- 
tion of  the  Board  of  Directors.   Dividends  could/  under  the 
bill,  be  paid  only  from  retained  earnings. 
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'*j  ^I^hersT  a  tax  advisor  reviewed  options, 


Background  documents/  legislation/  and  testimony  were 
ned;  interviews  were  held  with  FHLMC  officials/  invest- 
banks/  Office  of  Management  and  Budget  (0MB)  officials 


findi_ng.s 

I    The  Task  Force  decided  to  recommend  taxation  of  FHLMC 
iacause"  of  its  strong  financial  position  and  its  likelihood 


late  of  provision  tor  unmsurea  principal  losses,  increasing 
income  for  1981  by  $8.4  million.   This  indicates  either  an 
ample  build-up  of  capital  or  a  decreased  expectation  of  loan 
loss:  in  any  case,  the  future  seems  bright  for  FHLMC. 

Assuming  that  FHLMC's  existing  provisions  for  losses 
are  valid  tax  deductions/  the  net  income  tax  owed  on  its  net 
1981  income  of  $30.9  million  (after  a  $16.4  million  addition 
to  reserve  for  uninsured  principal  losses)  would  be  $14.2 
million. 


Conclusions 

Effectively/  FHLMC  _a  c  t  s  as  _a  .mo  rt  ^a  ■9_e  _c  o  ni2.a  n  y^  AHA 
should  be  taxed  as  "one  7  ~If  "any  "special  reserves  should 
accumulate  on  a  tax-free  basis  because  of  FHLMC's  Congres- 
sional charter  and  special  mission/  Congress  could  so  legis- 
late.  However/  FHLMC  seems  able  to  maintain  and  expand  its 
service  offerings  without  this  further  privilege.  Indeed, 
its  willingness  to  pay  Federal  taxes  as  part  of  its  own 
restructuring  proposal  suggests  strongly  that  FHLMC  is  able 
to  pay  taxes  presently. 

Although  the  Task  Force  did  not  consider  it  part  of  its 
mandate  to  recommend  state  and  local  taxation/  there  does 
not  seem  to  be  any  obvious  reason  why  FHLMC  should  not  pay 
those  taxes  as  well. 


£ec  o  rnme  n  dat_i_o  n  s 

BANK_34-1^     Coniiress_should   amend   1_2   U.S. C  ^452  _(_a)_/_ 
ine _F e d e r a_l  _H om £2l o a n    A ct  _o f  "l"9"70  /"  V o    remove  ^C h e  _F H  LNC  _ta  x 
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Sa V i ngs  and  Impact  Analysis 

Tax  revenues  for  the  Treasury  would  increase.   There 
would  not  necessarily  be  any  increased  cost  to  lenders/  and 
ultimately  homebuyers/  after  FHLMC  is  taxed.   We  estimated 
the  taxes  paid  in  the  first  year  would  be  $16.4  million/ 
$13.0  million  in  the  second,  and  $19.8  million  in  the 
third. 


Implementation 

The  President  should  ask  Congress  to  enact  this  pro- 
posed change.   There  is  no  evident  reason  to  delay  or  phasa- 
in  taxation. 
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1 1  .   ISSUE  _A  N  D  RECOMMENDATI  ON  SUMMA  R  I_E  S  _  (_C  ONT  '  D) 


G.   FEDERAL  NATIONAL  MORTGAGE  ASSOCIATION  AND  FEDERAL 
HOME  "loan  _M0 RT G a G E  "CORPORATION  _ ("cON T  ;_D  )_  ~ " 

BANK  35:   NEUTRALIZING  AGENCY  STATUS  OF  FNMA  AND  FHLMC 


Issue  and  Savings 

Can  the  agency  status  of  the  Federal  National  Mortgage 
Association  (FNMA)  and  the  Federal  Home  Loan  Mortgage  Cor- 
poration (FHLMC)  be  neutralized  so  that  private  sector 
market  makers  and  investors  will  be  willing  to  enter  the 
mortgage  financing  market? 

Taking  this  step  could  lead  to  an  enlarged  capability 
for  residential  mortgage  financing  which  has  enormous  im- 
portance for  a  strong  economy.   Savings  are  included  in  Bank 
40/  Privatizing  Federally  Sponsored  Agencies. 


Background 

FNMA  came  into  existence  in  1938  and  was  made  private 
in  1958.   Ten  of  its  15  Board  members  are  public:  the 
President  of  the  United  States  appoints  the  other  five.   The 
Government  maintains  regulatory  authority  over  FNMA  through 
the  Secretary  of  Housing  and  Urban  Development  (HUD).   As  a 
private  corporation,  FNMA  operates  for  profit  and  its  shares 
are  traded  on  the  New  York  Stock  Exchange.   Its  most  signif- 
icant function  is  to  buy  mortgages  at  market  rates  from 
savings  and  loans  and  banks,  and  finance  this  activity  by 
issuing  debt  with  "agency"  status.   In  effect,  FNMA  operates 
as  a  national  savings  and  loan  (S&L)  that  provides  liquidity 
to  the  secondary  mortgage  market.   Like  other  S&Ls,  FNMA  has 
been  hurt  by  its  practice  of  lending  long  term  at  fixed 
rates  but  financing  short  term.   In  1981,  it  had  $260  mil- 
lion of  negative  interest  differential  and  an  after  tax  loss 
of  $191  million.   Recent  reductions  in  interest  rates  should 
improve  profitability. 

In  1981,  FNMA  expanded  its  scope  of  activities  by 
targeting  mortgages  to  special  investor  needs  through  its 
Mortgage  Backed  Securities  (MBS)  program  of  ensuring  prompt 
payment  of  principal  and  interest  for  certificates  backed  by 
pools  of  conventional  mortgages.   It  also  plans  to  step  up 
its  selling  of  pass-through  certificates. 
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FNMA  declined  to  participate  in  the  Task  Force  study, 
claiming  private  status. 

FHLMC  is  a  wholly  owned  subsidiary  of  the  Federal  Home 
Loan  (FHL)  Banks.   Along  with  FNMA  it  provides  liquidity  to 
the  FHL  Banks  in  the  secondary  mortgage  market.   It  recently 
tried  to  go  private  by  having  a  privatization  bill  intro- 
duced on  its  behalf  in  Congress.   FHLMC's  sense  of  going 
private  focused  on  issuing  stock  to  the  public.   The  princi- 
pal motive  behind  this  effort  was  to  increase  capital.   The 
bill  would  have  allowed  FHLMC  to  be  taxed,  but  the  corpora- 
tion would  have  retained  its  agency  status. 

FHLMC's  principal  product  is  pass-through  certificates, 
but  it  also  is  starting  to  guarantee  prompt  payment  of  debt 
backed  by  conventional  mortgages.   Thus,  FNMA  and  FHLMC  are 
moving  toward  overlapping  activities. 

FHLMC  has  a  good  earnings  history  and  a  strong  balance 
sheet.   It  is  small,  however,  relative  to  the  potential 
credit  demands  of  the  conventional  home  mortgage  market.   As 
evidence  of  this,  FHLMC  envisioned  that  its  expansion  into 
this  market  would  have  involved  $44.3  billion  of  new  borrow- 
ing through  fiscal  1983  versus  a  balance  sheet  debt  of  $5.5 
billion  for  the  year  ended  1981. 

The  Administration's  objection  to  the  legislation  was 
that  the  bill  did  not  privatize  FHLMC  enough,  but  would 
instead  increase  agency  debt  dramatically  at  a  time  when  it 
was  trying  to  curb  growth  in  federally  related  debt.   Since 
the  legislative  initiative  failed,  FHLMC's  ability  to  expand 
rests  on  its  present  capital  base.   The  Federal  Home  Loan 
Bank  Board  (FHLBB)  must  approve  expansion  in  the  debt. 

Agencies  of  the  Government  have  several  advantages  over 
the  private  sector  in  the  issuance  of  debt.   Their  relative 
values  are  hard  to  assess  since  interviews  with  dealers  in 
the  market  yielded  different  insights.   However,  there  was 
unanimity  that  agency  status  allows  almost  unlimited  borrow- 
ing at  preferential  interest  rates.   The  advantages  of 
agency  status  are: 

o     Line  of  credit  to  Government  --  this  factor  is  not 
considered  important  since  the  dollars  involved 
are  usually  small;  rather,  the  connection  to  the 
Federal  Government  is  the  key  element. 

o    Regulatory  exemptions  and  preferences  —  these  are 
very  important  and  include  exemptions  from  Secur- 
ities and  Exchange  Commission  (SEC)  oversight; 
legal  investments  for  Federally  supervised  insti- 
tutions; eligibility  to  be  used  as  collateral  at 
the  Federal  Reserve  Bank  window;  exemption  from 
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state  and  local  taxes;  unrestricted  investment  by 
national  banks:  eligibility  to  be  used  as  collat- 
eral for  Federal,  state,  and  local  deposits: 
eligiblility  for  investment  by  Federal  savings  and 
loans,  mutual  savings  banks /  and  Federal  credit 
unions. 

Marketplace  —  agency  paper  is  traded  at  the 
"agency  desk"  in  market-maker  trading  rooms.   This 
important  practice  allows  easier  placing  of  the 
paper  and  creates  a  more  liquid  secondary  market. 

Federal  _s<jpgort  --  implication  is  that  even  with- 
out full  faith  and  credit,  the  Government  would 
rescue  an  agency  in  trouble.   This  appears  to  be 
important  in  increasing  the  credit  limits  of  an 
agency,  even  though  less  creditworthy  agencies  pay 
interest  rates  above  more  creditworthy  agencies. 


Methodo logy 

A  view  of  the  issues  was  formed  in  discussions  with 
officials  of  FHLBB,  FHLMC,  the  Adminstration ,  and  investment 
bankers,  as  well  as  from  reviewing  selected  financial  data, 
the  Report  of  the  President's  Commission  on  Housing,  and 
testimony  offered  in  the  Congressional  hearings  on  H.R.  6442 
--  the  FHLMC  privatization  bill. 


Findings 

Both  _F ti^'L.^^  FHLMC  ,wa_n t  _t q _b e c qm e _f_u ll^y^ _5.^i.^a t e  .   They 
would  even  be  willing  to  give  up  the  special  advantages 
agency  status  offers  in  handling  mortgage-related  instru- 
ments if  they  could  be  reasonably  assured  of  prospering  in 
such  an  environment.   However,  for  different  reasons,  they 
both  fear  losing  agency  status  now.   In  FNMA ' s  case,  it  has 
expertise  and  experience,  but  because  of  recent  losses,  a 
weakened  balance  sheet.   FHLMC  has  a  strong  balance  sheet 
and  a  record  of  imaginative  innovation,  but  the  size  of  its 
balance  sheet  is  such  that  it  feels  it  can  survive  only 
with  agency  status. 

In  the  description  of  agency  status,  above,  the  advan- 
tages are  summarized  as  an  almost  assured  access  to  credit 
at  a  preferential  rate.   However,  in  converting  mortgages  to 
a  form  that  can  be  bought  and  sold  to  market  makers  and 
investors,  agency  status  has  other  advantages  far  outweigh- 
ing access  or  rate  considerations.   This  is  stated  explic- 
itly in  the  Report  of  the  President's  Commission  on  Housing: 
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o    Marginability  --  Regulation  T  of  the  Federal  Re- 
serve Board  permits  credit  to  be  extended  on  most 
corporate  bonds  but  not  on  mortgage  pass-through 
certificates.!/ 

o    Bank  participation  --  National  banks  can  pledge 

their  assets  to  secure  borrowing,  but  not  a  "pri- 
vate deposit."   Because  of  the  ambiguity  as  to 
whether  a  mortgage-backed  bond  is  a  borrowing  or 
a  deposit,  national  banks  tend  not  to  issue  mort- 
gage-backed bonds.   Savings  and  loans  do  so  rou- 
tinely. 

o    Pension  fund  participation  —  Employee  Retirement 
Income  Security  Act  (ERISA)  regulations  are  in- 
terpreted to  mean  the  pool  of  mortgages  rather 
than  a  certificate  representing  the  pool  which 
constitutes  "pension  plan  assets."   Further,  they 
require  active  prudent  management  of  these  as- 
sets.  However,  the  vehicle  to  create  a  pool  of 
mortgages  —  a  grantor  trust  --  must  be  a  passive 
unmanaged  vehicle  for  tax  purposes.   Consequent- 
ly, regulations  interpreting  ERISA  do  not  allow 
investments  by  pension  funds.   While  relief  is 
available  in  the  form  of  administrative  exemp- 
tions, this  provision  represents  a  significant 
practical  problem. 

o    Tax  considerations  --  Profits  resulting  from 

principal  repayments  of  mortgages  are  treated  as 
regular  income,  whereas  market  premiums  are  de- 
ductible only  as  capital  loss.   This  treatment  is 
the  opposite  of  corporate  or  Government  debt. 

The  examples  also  illustrate  the  significance  of  agen- 
cy status.   Agency  debt,  including  certificates  evidencing 
a  pool  of  mortgages  and  having  agency  status,  is  marginable 
and  eligible  for  investment  by  pension  funds. 

The  advantages  enjoyed  by  FNMA  and  FHLMC  of  agency 
status  in  placing  debt  and  in  not  being  disadvantaged  in 
the  issuance  of  mortgage-related  securities  act  as  powerful 
disincentives  for  well-capitalized  private  sector  entities 
to  compete  in  the  mortgage  market.   While  these  advantages 
are  significant,  there  is  also  a  psychological  component  to 
the  private  sector's  reluctance  to  compete  in  that  market: 
Why  put  energy  and  resources  into  a  market  structurally 
stacked  against  you?   Target  a  market  without  that  problem. 

17   Regulation  T  has  been  changed  to  allow  purchases  of 
mortgage  pass-through  certificates  effective  January  1983. 
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conclusions 

o     FNMA  and  FHLMC  should  go  private  because  their 

agency  status  inhibits  private  institutions  from 
competing  with  them  in  their  areas  of  operation, 
providing  liquidity  as  a  secondary  market  for 
mortgages. 

o     At  the  same  time,  FNMA  and  FHLMC  do  not  have 

sufficient  capital  to  finance  this  market  them- 
selves . 

Until  recently,  overall  high  mortgage  interest  rates 
have  held  back  home  building  and  buying.   The  demographics 
strongly  suggest,  however,  that  when  interest  rates  fall, 
there  will  be  tremendous  activity  in  residential  home 
financing.   The  Task  Force  feels  it  would  be  tragic  if  the 
agency  status  of  FNMA  and  FHLMC  were  to  block  the  receipt  of 
sufficient  capital  in  this  market.   New  capital  and  a  new 
structure  are  needed  to  supplement  the  traditional  sources 
of  home  purchase  financing  —  the  savings  and  loans  and 
mutual  savings  banks.   Financing  will  depend  more  and  more 
on  national  markets,  institutional  lenders,  and  a  liquid, 
effective  secondary  market.   The  Task  Force  would  like  to 
use  the  issue  of  eliminating  the  advantage  of  FNMA's  and 
FHLMC's  agency  status  to  recommend  another  constructive  step 
toward  creating  a  viable  secondary  market  for  mortgages. 

If  FNMA  and  FHLMC  were  to  go  private  today,  nobody 
could  replace  the  functions  they  perform  and  the  marketplace 
would  suffer.   There  must  be  an  effort  starting  now  toward 
eliminating  the  regulatory,  legal,  and  tax  disincentives 
inhibiting  non-agency  entrance  into  the  market.   While  this 
is  being  accomplished,  FNMA  and  FHLMC  would  continue  in 
the  market  with  agency  status,  but  should  move  toward  full 
privatization.   Both  these  processes  will  take  time.   In 
addition,  .for  the  private  sector  to  compete,  it  must  see 
progress  so  that  it  can  plan  for  its  entry.   A  huge  new 
market  will  be  created  as  each  participant  adds  its  own 
individually  evolved  capability. 


Recommendations 

BANK  35-1 :   The  Congress  should  authorize  that _a  fee _o n 
outstanding  debt  be  charged _b^  the  Treasury  for _t h e  use  of 
agency  status.   This  fee,  calcuated  in  basis  points,  would 
be  increased  annually. 

r 

BANK  35-2 :__  The  Congress  should  mandate  that  organiza- 
tions _h aving  agency  status  be  affowed  to  _i nvest  _on Ix  \SL 
Gov^e r nme^n t  se c u rities  (o t her  than  investments  pursuant  to 
their  mission) . 
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BANK _3 5^3j A n _ad _hoc  private  sector  working  group 

should  be  formed ~to  research  and _£ ecommend  solutions  to 
probiTems  of  access ~to~the  mortgage  market  for  dealers  and 
investors. 

S3 V i ng^s  a nd  Impact  Analysis 

The  first  three  recommendations  are  designed  to  begin 
full  privatization  without  jeopardizing  the  agencies'  mis- 
sions with  a  dramatic  structural  change. 

Using  a  nominal  value  of  01  basis  points  as  the  reduc- 
tion in  interest  charge  to  the  Government  for  each  dollar 
switched  from  a  non-Government  to  a  Government  investment 
yields  $84,000  for  FNMA  and  $63,000  for  FHLMC  (not  carried 
over  to  total ) . 

The  third  recommendation  may  be  one  of  the  more  impor- 
tant results  of  our  work.   The  analogy^  we  see  is  to  the 
creation  of  the  BASIC  Committee  that  was  active  in  changing 
laws  and  regulations  allowing  electronic  book  transfer  of 
evidence  of  security  ownership.   This  committee  dealt  with 
registrars,  transfer  agents,  brokers,  banks,  and  security- 
issuing  companies  in  areas  involving  the  Uniform  Commercial 
Code,  SEC  oversight,  state  banking  regulations,  etc.   Even- 
tually, a  consensus  was  reached,  needed  legislation  achiev- 
ed, and  depositories  created  to  perform  the  desired  activ- 
ities effectively. 

It  is  believed  a  private  sector  working  committee  is 
the  appropriate  way  to  enlist  the  cooperation  of  the  myriad 
interested  parties.   Since  this  committee  would  not  be  an 
official  part  of  the  Government,  it  would  be  initiated  by  a 
private  sector  effort- 

The  Task  Force  believes  that  the  points  made  above  have 
been  said  elsewhere  by  other  parties  but  their  significance 
has  not  been  properly  recognized.   We  hope  that  by  emphasiz- 
ing this  point,  the  required  initiatives  will  be  implement- 
ed. 

Implementation 

The  first  two  recommendations  need  enabling  legislation 
developed  aind  passed. 
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II.       2.SSUE_AND_REC0MMENDATiqN_SUMMARIES     (CONT'D) 

I.        FARM_CREDIT_ADMINISTRATION     (CONT^D) 
MM-10L__PRIVATIZING_FEDERALLY_SPqNSORED_AG 

Issue  and  Savings 

How  can  Federally  sponsored  private  agencies  (the 
agencies)  be  encouraged  to  go  fully  private  without  threat- 
ening their  ability  to  perform  their  historic  mission? 

The  approach  recommended  would  enhance  Government  rev- 
enues $120.7  million  in  the  first  year  of  operation  based 
upon  September  1982  levels  of  debt.   Revenues  would  conti- 
nue to  increase  annually  at  approximately  that  amount  until 
full  privatization  was  accomplished. 

Additionally,  to  the  extent  that  future  agency  borrow- 
ings would  be  moderated,  the  Government  would  have  reduced 
costs  on  its  own  borrowings.   This  saving  cannot  be  easily 
approxrmated  but,  in  the  extreme,  could  reasonably  be  in 
the  billion  dollar  range.   Finally,  while  not  a  dollar  sav- 
ings, moderating  increases  in  agency  debt  would  support 
Federal  fiscal  goals. 

BacV~  ->und 


Note:   BANK  40  provides  further  detail  to  support  and 
summarize  recommendations  made  in  other  issues.   It  is  pro- 
vided because  the  Task  Force  believes  it  is  essential  that 
all  recommendations  related  to  "privatization"  be  viewed  as 
^  whole,  and  not  ?is  an  attack  on  any  ono    agency  or  group  of 
const ituencies. 

There  is  almost  universal  recognition  that  the  high 
level  of  Federal  deficits  can  lead  either  to  the  inhibiting 
of  private  investment  (crowding  out)  and  high  interest  rates 
if  the  deficits  are  financed  from  savings,  or  renewed  in- 
flation if  the  Federal  Reserve  monetizes  the  debt.   Both 
possibilities  are  viewed  as  unacceptable  and  muchf of  current 
Government  planning  revolves  around  attempts  to  avoid  these 
alternatives.   This  concern  has  not  been  carried  over  to 
comparable  increases  in  agency  debt  to  nearly  the  same  ex- 
tent, although  spokesmen  for  the  Administration  have  pointed 
out  their  unhappiness  about  increased  agency  borrowings,  in 
testimony  before  Congress.   Reluctance  to  deal  with  the 
problem  of  a  high  rate  of  growth  in  agency  debt  come  in  part 
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from  the  consideration  that  the  two  principal  beneficiaries 
are  farmers  and  the  home  building  industry.   These  groups 
are  at  the  same  time  both  powerful  constituencies  and 
troubled  spots  in  the  economy,  making  them  a  difficult 
target  for  any  activity  that  gives  the  appearance  of  a 
reduction  in  Government  support. 

Methodology 

Interviews  were  conducted  within  the  Farm  Credi t  Adminis- 
tration (FCA)  which  is  the  regulatory  body  for  the  37  banks 
of  the  Farm  Credit  System  (FCS),  the  Federal  Home  Loan  Bank 
Board  (FHLBB)/  the  Federal  Home  Loan  Mortgage  Corporation 
(FHLMC),  the  General  Accounting  Office  (GAO) ,  the  Office  of 
Management  and  Budget  (0MB)/  and  investment  bankers,  econo- 
mists, lawyers,  and  rating  services  knowledgeable  in  the 
primary  or  secondary  market  for  Treasury,  agency,  and  cor- 
porate debt.   Additionally,  reports  of  these  agencies  and 
transcripts  of  testimony  before  Congress  were  reviewed, 
principally  H.R.  6442  -  the  FHLMC  privatization  bill. 
Officials  of  the  Student  Loan  Marketing  Association  (SLMA) 
were  consulted  informally.   The  Federal  National  Mortgage 
Association  (FNMA)  chose  not  to  participate  in  the  Presi- 
dent's Private  Sector  Survey  (PPSS)  review,  claiming  status 
as  a  private  corporation. 


Findings 

As  Table  II-8  below  illustrates,  outstandini^_debt  for 

the  three  largest Federal l^_S£on'sored  private  agencies  grew 

from_$107.0  to  $241.4  billion  for  the  three  years "and  nine" 
months  ending  September  1982.   This  is  a  compound "annual"" 
rate  of  increase  of  24  percent.   In  absolute  terms,  it  means 
that  these  agencies  have  absorbed  $30  billion  of  private 
savings  more  each  year  for  this  period.   Growth  in 
outstanding  debt  is  expected  to  continue  in  1983  and  beyond. 

Table  II- 8 

FEDERALLY  SPONSORED  PRIVATE  AGENCIES 
INTEREST  BEARING  SECURIT I  ES_OUTST  AND  I NG ,_    YEAR  END  12/31 

($  billions) 

September  30 
iiZl    iil§      1980     1981         1982 

FCS           $  41.2  $  49.8  $  61.1  $70.9  $  74.4 

FHLBB  System    27.4  45.5  54.1  76.8  98.9 

FNMA            38.4  46.4  52.4  56.7  68.1 

Total         $107.0  $141.7  $167.6  $204.4  $241.4 

Source:   Treasury  Bulletin  attached  as  Exhibit  11-25. 
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OMB  pointed  out  in  testimony  before  Congress  that  this 
growth  threatened  economic  recovery  in  the  same  way  as  the 
large  Federal  deficit.   Since  this  growth  in  outstanding 
debt  was  larger  than  the  increase  in  Federal  deficits  for 
the  1978-1982  period,  it  is  surprising  that  more  attention 
was  not  paid  to  OMB's  concern.   OMB  contended  as  well  that 
the  growth  in  agency  debt  was  counterproductive:  in  the  home 
building  sector,  increased  agency  (i.e.,  Government)  activ- 
ity discouraged  potentially  much  greater  purely  private 
sector  investment.   While  there  was  interest  in  the  OMB 
point  of  view,  it  did  not  generate  enthusiastic  support. 
From  the  point  of  view  of  some  in  Congress,  agency  borrowing 
represented  private  borrowing  in  a  private  market  for  priv- 
ate purposes. 

Control  over  agency  ^ctivit^ies  is  exercised  by  an 
amalgam  of  private  and  Government  interests.   The  constit- 
uent banks  of  the  Farm  Credit  System  each  has  a  board  of 
directors  elected  by  the  members  (and  owners)  of  the  bank. 
The  banks  as  a  group  are  subject  to  oversight  by  the  Farm 
Credit  Administration,  the  Governor  of  which  is  appointed  by 
the  Farm  Credit  Board.   The  Federal  Farm  Credit  Board  consists 
of  a  representative  of  the  Secretary  of  Agriculture  and  12 
other  members  appointed  by  the  President.   Borrowings 
(Securities  are  obligations  of  the  Farm  Credit  banks.)  by 
FCS  are  subject  to  general  review  and  approval  by  the  Gover- 
nor of  FCA,  who  is  required  to  consult  with  the  Secretary  of 
the  Treasury  in  this  regard.   FCA  activities  are  also  subject 
to  review  by  Congress. 

The  stockholders  of  each  of  the  12  Federal  Home  Loan 
(FHL)  Banks  are  member  thrift  institutions  of  the  FHLBB . 
Each  FHL  Bank  is  managed  by  a  board  of  directors,  slightly 
over  half  of  whom  are  elected  by  the  member  stockholders  and 
remainder  of  whom  are  appointed  by  the  FHLBB.   The  three 
members  of  FHLBB  are  appointed  by  the  President.   FHL  Banks 
are  also  subject  to  general  oversight  and  annual  budget 
approvals  by  FHLBB.   Borrowings  by  the  FHL  Banks  System  are 
a  joint  and  separate  obligation  of  all  FHL  Banks  and  may  be 
incurred  only  by  action  of  the  FHLBB.   Such  borrowings  are 
also  subject  to  the  approval  of  the  Secretary  of  the  Treasury. 
FHLBB  activities  are  subject  to  annual  review  by  Congress. 

FNMA  is  managed  by  a  IS-member  board  of  directors, five 

of  whom  are  appointed  by  the  President  and  ten  of  whom  a  re 
elected  by  the  shareholders.   Shares  of  FNMA  are  traded  on 
the  New  York  Stock  Exchange.   Borrowings  by  FNMA  are  subject 
to  approval  by  the  Secretaries  of  the  Treasury  and  of 
Housing  and  Urban  Development  (HUD),  and  FNMA  is  subject  to 
the  general  regulatory  authority  of  the  Secretary  of  HUD. 

While  there  are,  therefore,  bases  upon  which  the  Gov- 
ernment can  control  the  actions  of  the  agencies  (e.g.,  their 
level  of  borrowings),  in  practice  there  is  little  exercise 
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of  this  authority.   Perhaps  this  is  because  the  lines  of 
control  are  so  indirect.   Perhaps  since  the  agencies  are 
viewed  as  at  least  quasi-private,  direct  control  is  con- 
sidered as  inappropriate  in  spite  of  any  legal  justification 
for  it.   In  fact/  Congressional  oversight  hearings  of 
agencies  do  not  focus  on  levels  of  borrowings.   The  view  of 
Congress  seems  to  be  that  whereas  expenditures  of.  the  Gov- 
ernment are  tied  directly  to  legislative  initiative  and 
review/  agencies,  even  though  Federally  sponsored,  are 
private  and  should  respond  to  the  same  constraints  as  other 
private  organizations.   The  ability  to  borrow  should  be  a 
function  of  the  marketplace.   A  private  firm  should  optimize 
its  debt  according  to  its  needs  and  ability/  its  costs  and 
benefits.   Congress  also  endorses  the  missions  of  FCS/  the 
FHLBB  and  FNMA.   Combined  with  the  political  difficulties 
attached  to  change/  it  is  easy  to  understand  the  lack  of 
enthusiasm  for  a  new  initiative.   An  important  further 
consideration  is  that  it  is  not  clear  what  could  or  should 
be  done/  even  if  one  were  opposed  to  the  growth  in  debt. 

A_close^r_exaniina  t  ion_of_a2ency_borrowin2^_wi  1 1  hel  p  in 
evaluating  i_ts_ch£racteristi^cs  and  therefore  how  subject 

agency  borrowing  is  to  the constraints  of  the  marketplace / 

as  the  Congress  believes.   The  salient  feature  for  most 
observers  is  that  agency  debt  is  not  backed  by  the  full 
faith  and  credit  of  the  U.S.  Government.   There  are  e^ner- 
gency  lines  of  credit  available  from  the  Treasury/  varying 
from  agency  to  agency/  but  these  are  quite  small  relative  to 
the  debt  involved.   For  example/  FHLBB  has  recourse  to  the 
Treasury  for  $4  billion  in  an  emergency  but  1982  year-end 
debt  exceeded  $100  billion.   The  lack  of  full  faith  and 
credit  backing  is  the  strongest  argument  by  which  agency 
debt  can  be  considered  "private."   The  characteristic  that 
points  toward  agency  borrowings  not  being  private  is  the 
body  of  regulatory  exemption  and  preferences  (REPs)  enacted 
as  part  of  the  enabling  legislation  when  an  agency  was 
created.   The  REPs  have  continued  even  after  an  agency  went 
private.   These  are  extremely  valuable  to  the  agencies  and 
would  be  to  any  borrower.   Legislation  spelled  out  a  mission 
for  the  agency,  established  regulatory  controls/  cited  the 
REPs,  and  provided  a  small  amount  of  startup  capital  to  the 
Government.   The  association/  though  of  a  Government  mission 
and  sponsorship/  weighs  heavily  in  investors'  perception. 
The  line  of  credit  to  the  Treasury,  though  a  small  dollar 
amount/  reinforces  this  feeling.   The  following  listing 
enumerates  the  more  significant  exemptions  and  preferences. 
Agency  debt  is: 

o     Qualified  as  a  legal  investment  for  Federally 
supervised  inst i tut ionso  e.g.,  banks.  Federal 
savings  and  loans,  mutual  savings  bank,  and 
Federal  credit  unions. 
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o     Exempt  from  state  and  local  taxes. 

o     An  unrestricted  investment  by  national  banks. 

o     Eligible  to  be  used  as  collateral  for  Federal/ 
state/  and  local  deposits. 

o     Eligible  to  be  used  as  collateral  at  Federal 
Reserve  Banks. 

o     Exempt  from  the  requirement  of  Securities  and 
Exchange  Commission  (SEC)  registration. 

The  combination  of  _close_hi3t^or^cal  ti^es  _to  _the_Gov^ern- 

ment  '^"l_EO'lg^f !iL~££lH.I.i^°^^-i'i-'ll^^i--^-BLi-£--'l^  agencies 
i^rt~f rom^t he _grrvate 'sector.   The'fack  of  full  faith  and 
credit  puts  them  apart  from  the  Government.   A  realistic 
appraisal  is  that  agencies  are  a  hybrid  of  Government  and 
private.   Significantly/  the  market  treats  them  more  as 
Government  than  private.   This  is  reflected  in  the  fact  that 
in  trading  rooms/  the  agency  desk  is  considered  part  of 
"Government"  tradings.   Corporates  and  Municipals  are  sepa- 
rate trading  departments.   A  more  telling  point  is  that 
agency  debt  is  not  rated  by  the  rating  services  (e.g./ 
Standard  and  Poor).   Ratings  are  critical  to  private  corpo- 
rations.  Not  carrying  a  rating  and  still  being  considered 
suitable  as  a  conservative  investment  reflects  the  quasi- 
Government  status  of  agency  paper.   This  allows  agencies  to 
have  access  to  capital  beyond  what  would  be  the  case  if 
completely  separated  from  the  Government. 

In  addition  to_beinc[  willin2_to_lend_greater  _sum3 /__tjTe 
market~acee£ts~a2lower_rate_of  interest  from  all  agencies 
than2it~would~rf  they  were  private 7   It  is  difficult  to 
estimate'what "rate~agencies  would  pay  if  they  were  complete- 
ly private  because  there  is  no  exact  private  counterpart  to 
compare  them  with.   No  private  corporation  has  $100  billion 
of  corporate  debt  publicly  held.   Aside  from  the  value  of 
the  REPs  and  the  Government  affiliation,  the  strength  of  the 
secondary  market  is  an  attractive  aspect  of  agency  debt; 
lenders  appreciate  that  larger  positions  have  a  liquid 
aftermarket  if  circumstances  should  make  it  desirable  to 
reduce  holdings.   It  is  probable  that  the  differential 
between  the  agency  rate  and  the  private  rate  would  differ 
for  each  agency:  the  value  of  a  lower  interest  rate  stemming 
from  agency  status  would  probably  range  from  1/2  to  3 
percent.   To  some  extent  this  rate  advantage  is  an  accident 
of  history.   When  agencies  were  formed/  the  crucial  aspect 
of  mission  performance  was  the  availability  of  credit,  and 
the  associated  lower  cost  of  credit  was  not  considered 
significant.   At  those  times  the  emphasis  in  financial 
institutions  was  on  asset  management  (loans).   Only  in  the 
last  ten  years  have  liability  management  (deposits,  borrow- 
ings) and  their  interest  costs  become  such  a  critical 
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factor.   While  agency  status  increases  the  capacity  to 
borrow  substantially  and  reduces  interest  rate  cost/  both 
factors  are  affected  by  creditworthiness.   FCS ,  with  its 
conservative  balance  sheet/  might  pay  50  basis  points  over 
Treasury  while  FNMA /  with  its  history  of  operating  losses/ 
might  have  to  pay  200  to  300  basis  points. 

The  agencies  recognize  the sig^ni  f  i_cance  and  value  of 

agency  status.   When  the  idea  is  broached  to  go  completely 
private/  an  agency's  first  response  is  that  without  agency 
status  it  could  not  borrow  enough  to  perform  its  mission.   A 
recent  Arthur  D.  Little  study  of  farm  credit  financing 
undertaken  by  FCS  supported  the  view  that  less  monies  would 
be  available.   It  forecast  a  shortfall  of  $44  billion  of 
borrowings  by  Federal  Land  Banks  by  1990  if  agency  status 
were  dropped/  even  if  classes  of  new  lenders  were  sought  out 
and  the  interest  rate  on  new  debt  were  to  go  up  almost  2 
percent. 

The  agencies  feel  that  the  Federal  relationship  is 
critical .   They  defend  this  relationship  in  spite  of  their 
private  status  by  pointing  out  that  unlike  other  private 
entities/  they  have  a  positive  obligation  to  perform  a 
mission  or  allied  activities.   For  example/  FCS  cannot  make 
routine  consumer  loans.   It  should  also  be  emphasized  that 
Federal  sponsorship  aptly  served  its  purpose.   The  networks 
of  regional  banks  under  FHLBB  and  FCA  are  unique  market 
mechanisms  that  admirably  serve  their  constituents.   As  said 
above,  there  are  no  private  sector  counterparts  to  these 
capital  gathering  systems. 

Three  agencies  account  for  the  overwhelming  bulk  of 
agency  borrowings.   These  are  the  FCS/  FHLBB/  and  FNMA. 
(SLMA  and  FHLMC  are  two  other  comparable  Government- 
sponsored  agencies  that  issue  debt  in  their  own  names.) 

The  following  points  relate  to  specifics  of  these 
agencies  going  private. 

o     FCS  —  as  cited  above  in  the  Arthur  D.  Little 

study/  the  consequences  were  examined  if  the  Farm 
Credit  System  were  to  lose  agency  status.   There 
would  be  $44  billion  less  of  system  borrowing. 
However  the  principal  outcome  of  this  would  be 
that  farm  land  prices  would  be  up  to  $415  billion 
less  than  with  continuing  agency  status  but  still 
more  than  inflation.   Additionally/   farm  income 
would  be  higher  by  .9  percent  a  year/  the  food 
component  of  the  Consumer  Price  Index  (CPI)  would 
be  up  only  0.1  percent  and  the  dollar  volume  of 
exports  would  be  unchaTiged.   (See  BANK  39  for 
details  on  this  and  other  specifics  in  regard  to 
privatizing  FCS.) 
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o     FHLBB  —  Mr.  Richard  Pratt/  the  Chairman  of  FHLBB 
(and  therefore  also  Chairman  of  the  Board  of 
Directors  of  FHLMC),  was  sympathetic  to  full 
privatization*  as  long  as  it  was  applied  across 
all  similar  agency  lines,  and  felt  that  the 
technique  to  accomplish  this  (detailed  below)  is 
practical.   (See  Document  BANK  19). 

o     FNMA  —  FNMA  has  substantial  advantages  over 

private  corporations  stemming  from  agency  status 
in  the  handling  of  mortgage  related  instruments. 
These  go  beyond  simply  being  able  to  float  more 
debt  at  more  attractive  rates.   The  fact  of  these 
advantages  inhibits  private  corporations  from 
making  a  large  business  commitnent  in  the  second- 
ary market  for  mortgages.   As  a  consequence,  the 
agency  status  of  FNMA/  while  critical  for  its 
performance,  may  reduce  liquidity  overall  in  the 
aftermarket  for  mortgages.   FNMA  would  like  to  go 
fully  private  but  does  not  want  to  do  so  until  it 
has  improved  its  earnings  and  balance  sheet  and 
can  compete  with  better  capitalized  firms.   (See 
BANK  35  for  specifics  of  the  advantages  of  agency 
status  for  FNMA  and  FHLMC). 

In  addition  to  these  larger  entities,  SLMA  has  hopes  of 
going  fully  private  in  the  future.   FHLMC  had  legislation 
introduced  on  its  behalf  to  accomplish  its  going  private. 
However,  the  Administration  did  not  support  the  bill  because 
FHLMC  did  not  become  private  enough.   Mr.  Kenneth  Thygerson, 
President  of  FHLMC,  generally  supports  the  thrust  of  full 
privatization  and  believes  the  techniques  suggested  below  to 
accomplish  this  are  practical. 


Conclusi on s 

Federally  sponsored  agencies  are  neither  part  of  the 
Government  nor  part  of  the  private  sector.   In  corporate 
form  they  are  regular  stock  companies  or  cooperatives  but  in 
their  ability  to  attract  financing,  the  market  treats  them 
as  part  of  the  Government  more  than  as  private.   This  di- 
chotomy has  led  to  the  following  contradiction:   The  Govern- 
ment does  not  control  agency  growth  because  it  is  private; 
but  the  agencies  depend  upon  Federal  sponsorship  (i.e., 
being  treated  as  part  of  the  Government)  for  their  growth. 
This  contradiction  has  extremely  important  consequences,  now 
and  for  the  future. 


Congress  does  not  regulate  growth  as  a  routine  matter. 
Instead,  it  relies  on  market  forces  to  limit  growth.   On 
this  point,  the  Congress  cannot  be  blamed.   There  are 
numerous  subtleties  making  it  difficult  to  appreciate  the 
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workings  of  the  system.   Furthermore,  the  Congress  is  con- 
cerned most  with  mission  performance  since  the  constituency 
of  the  subcommittees  exercising  oversight  overlap  those  of 
the  agencies.   The  Administration  has  a  regulatory  authority 
but  no  single  organization  within  the  Administration  is 
directly  charged  with  the  responsibility  to  set  policy  for 
agencies.   Existing  authority  is  viewed  as  extending  more  to 
the  mechanics  than  the  policy  side  of  agency  oversight. 
Within  the  administration/  0MB  has  most  actively  questioned 
the  propriety  of  agency  growth/  but  OMB  lacks  a  line 
responsibility  to  act. 

High  rates  of  growth  by  agencies  exacerbate  the  fiscal 
problems  caused  by  large  Government  deficits.   Because 
Government  and  agency  borrowings  compete   in  the  same 
market/  larger  agency  borrowings  increase  the  rate  which  the 
Government  must  pay  for  its  borrowings.   Because  agency 
borrowings  are  not  subject  to  factors  limiting  growth  in 
private  debt  (as  demonstrated  by  the  lack  of  credit  rating)/ 
excess  borrowings  lead  to  misallocat ion  of  economic  re- 
sources: e.g.,  unrestricted  borrowing  of  the  Federal  Land 
Banks  results  primarily  in  inflated  land  values. 

In  addition  to  relatively  unlimited  access  to  funds/ 
agencies  enjoy  a  rate  a(?vantage  over  what  they  would  pay  as 
a  purely  private  entity.   This  rate  advantage  of  agency 
status  was  neither  given  much  weight  nor  widely  understood 
when  agencies  were  formed. 

Given  that  growth  in  agency  debt  is  not  under  control/ 
what  should  be  done?   The  agencies  maintain  that  a  dramatic 
change  in  their  circumstances/  i.e.,  complete  privatization, 
would  jeopardize  their  ability  to  continue  the  performance 
of  their  mission.   This  may  be  an  exaggeration,  but  the  risk 
of  failure  is  too  great  to  experiment.   (This  argument  of 
the  agencies  admits  that  claims  to  pure  private  status  are 
flawed.)   If  nothing  is  done  now,  and  rapid  growth  contin- 
ues, changes  in  the  future  will  be  harder  to  achieve. 


Recommendations 

BANK  .40-1 ;_ We_recqmmend  that_a<3^encies_be  _charg^ed_a_fee 

of  5  basis  points  for  the  use  of  agency  REPs  and  Government 
affiliation  for~the"f irst  yearT   The  fee "would  be  increased 
each  yearthat  the  agency  retained  Government  affiliation. 
When  an  agency  believed  it  to  be  in  its  best  interest,  it 
would  petition  for  legislation  to  allow  it  to  become  com- 
pletely private.   The  fee  could  be  either  on  new  borrowings 
or  obligations  outstanding.   Bec,ause  outstanding  debt  has  a 
lower  interest  cost  due  to  agency  status,  obligations  out- 
standing was  chosen.   Most  agency  debt  is  for  less  than  one 
year . 


320 


There  are  a  number  of  aspects  and  features  that  make 
this  approach  practical  and  fair: 

o     Initially/  the  fee  would  partially  compensate  the 
Government  for  its  expense  in  sponsoring  agencies. 
The  expense  is  the  higher  rate  it  must  pay  for  its 
own  borrowings  when  forced  to  compete  with  agency 
borrowings.   In  turn  the  payment  would  be  made  by 
the  agency  from  the  rate  advantages  it  enjoys  from 
Government  association.   The  use  of  the  word  "fee" 
reflects  that  the  Government  is  charging  for 
something  of  value  it  contributes. 

o     It  would  be  a  number  of  years  before  the  cumula- 
tive impact  of  the  fees  would  outweigh  the  advan- 
tages of  Government  association.   This  will  give 
agencies  time  to  plan  for  their  transition.   For 
the  financially  stronger  organizations*  this  would 
come  earlier;  the  rate  advantages  of  Government 
association  is  worth  less  to  them.   Each  agency 
would  pick  the  time  it  felt  most  opportune  to  make 
the  break. 

o     During  the  transition  period,  the  market  mechanism 
for  capital  raising  would  continue  unchanged.   The 
change  would  be  apparent  to  all  parties,  except 
the  agencies  and  the  Government. 

o     The  present  structure  forces  the  agencies  to  try 
to  maintain  their  Government  dependence  while  re- 
iterating their  privateness  when  it  is  in  their 
interest  to  do  so.       The  recommended  approach  gives 
the  agencies  a  reason  to  adjust  attitudes.   Many 
commentators  felt  that  the  will  of  the  agencies  to 
go  private  is  the  key  to  their  doing  so  success- 
fully. 

Growth  in  agency  borrowings  should  be  subject  to  an 
overall  systematic  review,  perhaps  as  part  of  the  budgeting 
process.   Under  this  arrangement  a  fee  would  still  be 
charged  each  agency  equal  to  the  interest  rate  advantage  the 
agency  obtains  from  Government  sponsorship.   The  combination 
of  these  measures  would  place  a  limit  on  the  growth  of 
agency  debt,  and  bring  interest  rate  costs  to  parity  with 
the  private  sector  while  not  diminishing  the  ability  for 
mission  performance. 

BANK  40-2;   The  Congress  should  be  requested  to  mandate 
that  organizations  having  agency  status  be  allowed  to  invest 
only  in  Government  securities  unless  held  pursuant  to  their 
mission.   This  will  remove  the  opportunity  for  an  agency  to 
arbitrage  investments  against  its  lower  cost  ot  borrowing. 
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BANK  40-3;   The  Congress  should  be  requested  to  eliminate 
the  tax  exempt  status  of  agencies.   Specifics  of  this 
recommendation  are  contained  in  BANK  23,  34,  and  38. 

Going  fully  private  may  leave  the  agencies  at  a  disad- 
vantage relative  to  other  private  corporations  if  there  is 
an  understanding  they  must  continue  performance  of  their 
mission  but  still  have  limitations  on  areas  of  business 
opportunity.   The  actual  limitations  would  be  subject  to 
negotiations  between  the  Congress  and  the  agency  at  the  time 
privatization  was  introduced.   It  should  be  pointed  out 
though  that  the  agencies  will  enjoy  continuing  advantages 
even  after  their  Government  sponsorship  has  ceased,  includ- 
ing an  infrastructure  and  market  in  place,  a  history  of 
performance  that  has  created  customer  goodwill,  and  an  image 
reflecting  the  blessings  of  the  Government. 

Savings  and  Impact  Analysis 

The  three  recommendations  are  designed  to  accomplish 
parity  with  the  private  sector  and  to  initiate  a  move  toward 
full  privatization  without  jeopardizing  agency  missions. 
(The  alternate  recommendation  aims  toward  parity  without 
full  privatization.)   Increased  revenue  to  the  Government 
would  be  $120.7  million  in  the  first  year  of  operations 
based  upon  obligations  outstanding  for  the  largest 
agencies  as  of  September  30,  1982.   Assuming  similar  levels 
of  outst.inding  obligations,  these  u.ser  fees  would  increase 
to  $241.4  million  in  the  second  year  when  the  fee  would  go 
to  10  basis  points  and  to  $362.1  million  in  the  third  year 
when  the  fee  would  go  to  15  basis  points.   (If  FHLMC  and 
SLMA  were  included,  revenues  would  be  slightly  greater). 
Savings  from  lower  interest  rates  from  reduced  agency 
borrowings  cannot  easily  be  estimated  and  are  not  included. 
Revenues  from  taxing  agencies  are  included  elsewhere. 

Implementation 

Enabling  legislation  would  have  to  be  prepared  and 
enacted. 
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Nmonal  Taxpayers  Union 


Statement  of 

Peter  J.  Sepp,  Vice  President  for  Communications 

National  Taxpayers  Union 

Before  the 

Subcommiuee  on  Capital  Markets,  Securities,  and  Government  Sponsored  Enterprises 

Banking  and  Financial  Ser\'ices  Committee 

United  States  House  of  Representatives 

On 
HR  3703.  The  Housing  Finance  Regulator)'  Improvement  Act 

June  21,  2000 


Mr.  Chairman,  on  behalf  of  the  300,000  members  of  National  Taxpayers  Union 
(NTU),  I  am  deeply  grateful  for  the  opportunity  you  have  given  my  organization  to  testify 
before  the  Subcommittee  today  on  HR  3703  and  policies  toward  Government  Sponsored 
Enterprises  (GSEs)  involved  in  housing  finance.*  By  holding  these  hearings,  you  have 
once  again  demonstrated  your  concern  that  Congress  fulfill  its  obligation  to  effectively 
oversee  not  only  direct  federally-funded  programs,  but  also  entities  that  receive  indirect 
or  implicit  federal  subsidies.  Taxpayers  across  the  country  are  most  appreciative  that  you, 
Mr.  Chairman,  and  the  Members  of  this  Subcommittee  have  taken  the  time  to  give  this 
issue  additional  exploration. 


Introduction 

Mr.  Chairman,  I  appear  before  the  Subcommittee  today  not  as  a  financial  services 
wizard  or  as  a  political  insider,  but  rather  as  an  institutional  historian.  As  you  know,  NTU 
has  long  expressed  concern  about  the  potential  risks  to  taxpayers  posed  by  GSEs. 

Since  the  early  1970s,  my  organization  hi. ,  compiled  a  "Taxpayer's  Liability 
Index"  that  tracks  federal  financial  obligations  above  and  beyond  the  national  debt.  That 
analysis  has  continually  pointed  to  an  expanding  level  of  potential  taxpayer  costs 
associated  with  GSE  debts. 

•  National  Taxpayers  Union  does  not  solicit  or  accept  any  form  of  government  funding.  In  1999  National 
Taxpayers  Union  received  no  federal  grants.  NTU  has  prepared  and  delivered  this  testimony  solely  on 
behalf  of  its  300,000  members. 
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Our  Founder  and  Chairman  Emeritus  James  Davidson  testified  before  the  House 
Ways  and  Means  Committee  on  this  topic  in  September  1989,  at  what  was  then  billed  as 
the  "first  oversight  hearing  on  GSEs  in  recent  memory." 

Throughout  the  eariy  1990s,  NTU  actively  sought  GSE  oversight  legislation  in 
Congress,  and  pointed  to  the  unfairness  of  rising  compensation  packages  among  senior 
GSE  officials  while  the  entities  they  managed  were  enjoying  taxpayer  subsidies. 

Also  during  that  period,  our  research  affiliate,  NTU  Foundation,  sponsored  a  well- 
attended  Washington,  DC  policy  conference,  "A  Crisis  in  Values."  The  event  brought 
together  the  top  experts  in  the  financial  industry  to  discuss  the  role  of  the  real  estate 
economy  in  the  S&L  Crisis  and  in  the  potential  liabilities  of  GSEs. 

Earlier  this  year,  NTU  organized  a  Capitol  Hill  conference  entitled  "Fannie  Mae 
&  Freddie  Mac  -  Issues  for  Taxpayers,"  which  featured  diverse  authorities  on 
Government-Sponsored  Enterprises  that  included:  Peter  Wallison,  former  General 
Counsel  for  the  Treasury  Department  and  current  Resident  Fellow  at  the  American 
Enterprise  Institute;  Bert  Ely,  a  longtime  financial  institutions  consultant  who  was  one  of 
the  first  to  predict  the  massive  S&L  bailout;  Steve  Moore  of  the  Cato  Institute  and  Tom 
Miller  of  Competitive  Enterprise  Institute,  whose  organizations  have  tracked  GSE 
liabilities;  and,  Betsy  Hart,  a  syndicated  columnist  who  has  investigated  the  political 
activities  of  Fannie  Mae  and  Freddie  Mac. 

Given  this  lengthy  history,  NTU's  positions  on  GSEs  and  possible  reforms  have 
transcended,  and  will  continue  to  transcend,  any  existing  political  or  fiscal  environment. 

At  this  point,  Mr.  Chairman,  I  wish  to  mention  that  NTU  and  NTU  Foundation 
have  extensive  information  on  GSE-related  issues  available  online  at  \\a\^\. ntu.org. 
Naturally,  it  would  also  be  our  great  pleasure  to  furnish  you  and  your  colleagues  with  any 
additional  archived  materials  from  earlier  events  upon  your  request. 

To  briefly  summarize  our  concerns: 

•  .According  to  Congressional  Budget  Office  methodology,  Freddie  and 
Fannie's  1999  federal  subsidy  was  $10  billion,  $3.5  billion  of  which  benefited 
their  stockholders  and  managers. 

•  But  in  order  to  keep  earnings  growing  by  1 5%  per  year,  the  two  quasi-private 
firms  must  resort  to  increasingly  risky  practices,  such  as  fishing  into  the 
consumer  credit  and  jumbo  mortgage  pool,  holding  derivatives,  and 
conducting  interest-rate  swaps. 

•  GSE  debts  and  liabilities,  which  most  capital  markets  assume  to  be  backed  by 
the  federal  government,  is  estimated  to  be  at  least  $1 .4  trillion  and  as  much  as 
S2.6  trillion.  This  level  would  be  12-20  times  the  amount  of  on-balance-sheet 
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debt  carried  by  the  ill-fated  private  firm  Long  Term  Capital  Management 
when  it  crashed. 

No  less  than  Federal  Reserve  Chairman  Alan  Greenspan  forcefully  drove  home 
the  implications  of  these  issues  when  he  recently  wrote  to  the  Subcommittee  that: 

Federal  government  guarantees  --  implicit  or  explicit  --  are  one  way,  along  with 
government  outlays  and  mandates  on  the  private  sector,  that  the  federal  government 
makes  claims  on  the  real  resources  of  the  private  sector.  Subsidies  accorded  to  GSEs  are, 
of  necessity,  at  the  expense  of  other  federal  or  private  sector  initiatives  and  hence  are 
ultimately  financed  by  households,  either  through  ta.xes  or  through  the  reduced 
accumulation  of  wealth. 

In  the  past,  NTU's  forums  and  committee  appearances  have  generated  discussion 
over  a  range  of  possible  reforms  to  Fannie  Mae  and  Freddie  Mac,  such  as: 

•  The  government  could  levy  a  GSE  "user  fee"  that  would  reflect  the  subsidy 
margin  that  Freddie  and  Fannie  enjoy  over  private  lenders; 

•  Freddie  and  Fannie  could  be  re-federalized  and  re-structured  to  perform  a 
more  limited  role  as  strictly  a  low-income  mortgage  underwriter; 

•  Competing  GSE  housing  finance  franchises  could  be  auctioned  off  in  a 
manner  similar  to  the  successful  FCC  spectrum  auctions; 

•  A  targeted  r.ousing  finance  tax  credit  could  replace  the  lender-of-last-resort 
practices  oJ  the  GSEs,  thereby  preventing  much  of  their  housing  market  price 
distortions; 

•  Privatize  the  GSEs  entirely,  along  the  lines  of  the  Student  Loan  Marketing 
Association. 

These  types  of  changes  are  well  beyond  the  scope  of  HR  3703,  and  I  have 
provided  them  partially  as  background  for  Members  of  the  Subcommittee.  However,  it  is 
also  our  hope  that  mentioning  these  proposals,  and  noting  their  absence  in  HR  3703,  will 
underscore  what  should  be  the  non-controversial  nature  of  the  legislation  presently  under 
consideration  by  the  Subcommittee.  Far  from  initiating  some  sweeping  overhaul,  HR 
3703  merely  seeks  to  consolidate  and  improve  Congress's  existing  mission  to  oversee  the 
operations  of  the  housing  GSEs. 


Familiar  Echoes  from  the  Past:  S«&Ls 

Members  of  this  Subcommittee  are  now  in  the  midst  of  a  third  round  of  hearings 
on  housing  GSEs,  and  many  of  the  arguments  taxpayer  advocates  are  raising  today  may 
seem  shopworn.  Officials  with  the  GSEs  themselves  dismiss  any  analogy  to  a  possible 
"2nd  S&L  Crisis"  as  ill-informed,  or  unfitting,  or  even  alarmist.  It  is  this  historical  nexus 
to  present-day  GSEs,  and  its  considerable  merit,  that  will  constitute  the  remainder  of  my 
testimony. 
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No  history  of  political  institutions  can  ever  be  completely  objective,  especially 
when  recounted  from  the  viewpoint  of  an  interested  organization.  However,  one  can 
make  great  strides  toward  objectivity  in  drawing  parallels  between  the  S&L  Crisis  and 
GSEs  by  employing  tracts  from  other  official  sources. 

A  helpful  document  in  this  regard  is  Origins  and  Causes  of  the  S&L  Debacle:  A 
Blueprint  for  Reform.  Prepared  by  the  National  Commission  on  Financial  Institution 
Reform,  Recovery,  and  Enforcement  [hereafter  known  as  "the  Commission"]  pursuant  to 
Public  Law  101-647,  the  report  identified  "conditions  necessary  for  the  [S&L]  collapse  to 
occur,  causes  precipitating  the  collapse,  and  factors  intensifying  and  prolonging  losses 
once  the  process  was  under  way."  Some  of  the  Commission's  findings,  which  I  quote  in 
pages  to  follow,  provide  useful  points  for  comparison. 


1)  "Fundamental  condition  necessary  for  collapse  -  Federal  deposit 
insurance  on  accounts  at  institutions  was  at  the  heart  of  it.  With  federal 
deposit  insurance,  S&Ls  attracted  large  quantities  of  deposits  at  a 
subsidized  rate  and  invested  these  fijnds  in  risky  activities." 

Market  discipline  cannot  prevail  if  Congress  allows  the  inst'tutions  it  creates  to 
privatize  profits  but  socialize  risks.  In  an  unsubsidized  environment,  S&L  consumers 
would  have  helped  to  act  as  "self-regulators"  against  institutions  that  invested  deposits  in 
risky  portfolios.  Th  :\  would  either  demand  a  better  interest  rate  or  \\  j  ild  simply  move 
their  deposits  to  a  "safer"  institution.  But  by  raising  the  per-account  insurance  limit  to 
$100,000,  and  by  failing  to  introduce  adequate  risk-based  deposit  insurance  premiums, 
the  Commission  concluded  that  the  government  created  an  environment  in  which 
"depositors  could  benefit  with  no  meaningful  risk  of  financial  loss." 

Although  not  mandated  to  do  so  by  law,  the  federal  government  does  effectively 
extend  a  sort  of  "deposit  insurance"  to  housing  GSE  shareholders,  in  the  form  of  an 
implicit  bailout  guarantee.  GSE  officials  have  tended  to  downplay  this  connection,  and 
cite  legal  requirements  to  inform  investors  that  their  securities  are  not  backed  by  the  full 
faith  and  credit  of  the  United  States.  The  Congressional  Budget  Office,  not  known  to 
express  unsupported  opinions,  disagrees  with  the  officials'  claims: 

Short  of  placing  an  explicit  guarantee  on  the  securities  of  the  housing  GSEs,  the 
law  could  hardly  be  more  clear:  the  government's  financial  interests  in  the  safety 
of  Fannie  Mae  and  Freddie  Mac  ensure  that  their  obligations  are  safe  from  the  risk 
of  default.  Although  the  federal  guarantee  is  only  implicit,  the  financial  markets 
grant  "agency  status"  to  the  securities  issued  by  GSEs  on  the  basis  of  those 
statutory  provisions,  as  though  the  enterprises  were  part  of  the  federal  govemment 
("Assessing  the  Public  Costs  and  Benefits  of  Fannie  Mae  and  Freddie  Mac,"  May 
1996). 
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Ironically,  some  of  the  few  seeds  of  doubt  that  do  exist  over  the  GSEs'  taxpayer- 
backed  status  were  sowed  by  the  GSEs  themselves.  In  a  summer  1998  article  he  wrote  for 
Brookings  Review,  Harold  Seidman  recounted  just  a  few  of  these  bizarre  turnabouts: 

[W]hen  HUD  Secretary  Patricia  Harris  directed  FNMA  to  increase  its  percentage  of 
mortgage  purchases  in  central-city  areas,  the  agency  insisted  it  was  private  ...  [and]  that 
its  primary  obligation  was  to  its  stockholders  ...  FNMA  argued  no  less  vigorously  that  it 
was  a  federal  instrumentality  when  New  York  State  attempted  to  compel  it  to  pay 
interest  on  its  escrow  funds.  [And  when  the  Reagan  Administration  proposed]  to  cut  off 
its  special  privileges  ...  FNMA  protested  that  'Congress  established  Fannie  Mae  to  run 
efficiently  as  an  agency,  not  as  a  fully  private  company.' 

Indeed,  even  the  boundaries  of  explicit  federal  guarantees  are  fluid.  In  one  of  the 
first  landmark  bank  bailouts  of  modem  times,  Continental  Illinois,  the  government  not 
only  reimbursed  insured  depositors  for  their  losses,  but  it  also  covered  the  losses  of 
uninsured  depositors  and  creditors  of  the  parent  holding  company.  If  Washington  cannot 
exercise  fiscal  discipline  within  clearly  established  limits  on  its  own  largesse,  there  is 
little  chance  it  will  do  so  in  a  situation  where  the  taxpayers'  checkbook  is  left  wide  open. 

With  implied  federal  guarantees,  a  very  important  incentive  for  prudent  risk- 
taking  is  removed.  In  a  truly  private-sector  corporation,  ov,Tiers  and  managers  face  the 
harsh  reality  of  severe  financial  losses  or  bankruptcy  if  excessive  risks  are  undertaken. 
Earning  the  kind  of  record  profits  that  the  GSEs  proudly  celebrate  is  far  less  difficult 
when  someone  else  can  pay  the  bills  for  any  potential  losses. 

This  was  precisely  the  reason  why  S&Ls  accumulated  investments  in  such 
capricious  markets  as  real  estate  development  and  interest  rate  speculation.  Socializing 
the  risk  behind  those  investments  freed  the  S&Ls  from  many  prudent  business 
constraints,  and  allowed  the  industry  to  grow  by  a  spectacular  56  percent  from  1982  to 
1985.  These  explosive  growth  rates  are  being  matched  today  by  Fannie  Mae  through 
other  riskier  business  ventures,  such  as  consumer  credit,  jumbo  mortgages,  and 
derivatives. 


2)  "Factors  precipitating  the  collapse  -  The  macro-economic  shock  of 
unprecedented  high  interest  rates  adopted  to  combat  soaring  inflation 
during  1979-82  was  a  prime  factor  in  precipitating  the  collapse  of  the 
S«&L  industry." 

Due  to  their  initial  regulatory  charters  and  later  their  habits  of  business,  Savings 
and  Loan  institutions  tended  to  operate  in  a  "niche  market"  of  long-term  mortgages  with 
fixed  interest  rates.  This  situation  rapidly  changed  in  the  late  1970s  and  early  1980s, 
when  interest  rates  began  to  soar.  The  income  earned  on  most  assets  held  by  S&Ls  was 
often  outstripped  by  the  outgo  they  were  forced  to  offer  depositors  in  order  to  remain 
economically  attractive.  This  in  turn  led  S&Ls  to  disastrous  attempts  to  "grow  their  way 
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out"  of  their  profitability  problems  by  seeking  more  profitable,  but  more  volatile, 
investment  options  for  their  assets.  Although  the  resulting  taxpayer  bailout  for  these  ill 
advised  -  and  sometimes  fraud  riddled  -  decisions  could  have  been  ameliorated  by  earlier 
and  aggressive  oversight,  the  root  of  the  problem  for  S&Ls  remained  their  vulnerability 
to  downturns  in  a  single  economic  sector. 

GSEs  have  not  been  immune  to  this  perilous  phenomenon.  By  its  very  nature,  the 
Farm  Credit  System  (FCS)  concentrated  its  lending  in  agricultural  activities  and  was 
particularly  exposed  to  risks  in  that  sector.  Yet,  the  normal  market  forces  that  would 
compel  a  private  firm  to  make  tough  business  decisions  did  not  apply  to  FCS. 

In  comments  about  an  article  he  co-wrote  for  the  July/August  1989  edition  of 
Public  Administration  Review,  Tom  Stanton  noted  that  "even  after  the  farm  credit  system 
recorded  $4.6  billion  of  losses  in  1985  and  1986,  Farm  Credit  securities  remained  eligible 
investments  for  AAA-rated  debt."  What  private  corporation  could  post  losses  like  these 
and  still  retain  a  debt  rating  like  this?  Certainly  not  one  backed  by  investors  instead  of 
taxpayers.  No  matter  -  the  "investors"  who  guessed  the  FCS  wouldn't  be  allowed  to  fail 
were  duly  rewarded,  when  Congress  provided  special  assistance  through  the  Agricultural 
Credit  Act  of  1987. 

If  a  new  interest  rate  crisis  were  to  affect  Fannie  Mae  adversely,  history  would  be 
repeating  itself  not  just  inflicting  itself  on  a  new  victim.  According  to  the  1996 
Congressional  Budget  Office  Report  cited  earlier: 

The  rapid  and  sustained  rise  in  interest  rates  that  occurred  in  the  late  1970s  and 
1980s  vividly  demonstrates  the  destructive  potential  of  interest  rate  risk  on  debt- 
financed  mortgage  portfolios,  ...  [A]s  interest  rates  rose,  borrowers  were  less 
likely  to  prepay  their  mortgages.  ...By  the  early  1980s,  the  market  value  of 
Fannie  Mae's  mortgages  was  $10  billion  less  than  its  outstanding  debt.  By  that 
measure.  Fannie  Mae  was  insolvent.  Eventually,  interest  rates  declined,  and 
Fannie  Mae  recovered. 

Earlier  this  summer  Treasury  Under  Secretary  Gensler  reiterated  this  obsei^ation 
in  his  own  testimony,  when  he  noted  that  Fannie  was  put  in  a  bind  "similar  to  that  faced 
by  the  Savings  and  Loan  industry.  Fannie  Mae  became  insolvent  on  a  mark-to-market 
basis." 

Fannie  Mae's  first  reprieve  from  the  fate  suffered  by  many  S&Ls  has  resulted  in  a 
different  management  style.  Interest-rate  risk  has  been  balanced  so  far  through  issues  of 
long-term  callable  debt,  short  sales  of  Treasury  securities,  and  derivatives.  Such  practices 
are  not  inherently  wrong,  but  some  of  them  do  make,  as  CBO  noted,  "the  assessment  of 
total  risk  exposure  more  complex  for  both  management  and  the  federal  goverrunent." 

Housing  GSEs  can  also  resort,  within  limits,  to  diversifying  their  holdings  or 
services.  However,  there  are  few  worlds  left  to  conquer  within  a  literal  reading  of  their 
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charters.  Today,  Fannie  and  Freddie  dominate  the  retail  market  mortgage  market  by 
owning  or  guaranteeing  40  percent  of  all  mortgages.  Together  they  have  approximately 
65  percent  of  market  value  for  mortgage  intermediary  services  and  almost  100  percent  of 
the  market  for  securitizing  conventional  mortgages. 

If  Freddie  and  Fannie  do  not  expand  their  pool  of  borrowers,  they  are  likely  to 
experience  "mission  creep"  as  they  compete  for  other  services,  such  as  home  equity 
loans.  As  Jeffrey  Zeltzer.  Executive  Director  of  the  National  Home  Equity  Association, 
has  stated,  "The  home  equity  area  is  a  refinancing  of  consumer  debt,  or  a  home 
improvement,  or  sending  someone  to  college,  or  a  family  medical  emergency.  So  they're 
not  even  within  the  mission." 

In  attempting  to  avoid  a  repeat  of  the  S&L  Crisis  or  its  own  insolvency  during  the 
1980s,  Fannie  Mae  (along  with  other  housing  GSEs)  has  created  a  long-term  dilemma 
that  taxpayers  and  policymakers  must  eventually  confront.  Diversifying  portfolios  within 
their  mission  risks  concentration  of  entire  lending  sectors,  not  to  memion  the  use  of 
complex  financial  instruments  for  which  private  investors  and  companies  can  pay  steep 
"opportunity  costs."  Di\ersifying  portfolios  outside  of  their  mission  risks  a  sort  of 
"industrial  policy"  that  could  unintentionally  put  large  sectors  of  ou:  economy  under  the 
control  of  entities  that  enjoy  a  substantial  public  subsidy  over  their  private  rivals. 

Do  Americans  really  want  to  import  the  kind  of  system  now  evolving  in  China, 
where  branches  of  its  national  government  are  investing  as  if  they  were  multinational 
corporations?  We  think  not. 


3)  "Factors  intensifying  and  prolonging  the  collapse  -A  systematic 
breakdown  in  the  political  system  involving  Congress,  the  independent 
regulators  and  the  Administration  prevented  corrective  actions." 

To  be  clear,  the  S&L  Crisis  involved  a  share  of  abuse  and  fraud  among  operators 
of  those  institutions  that  would  not  be  found  at  all  among  the  managers  of  housing  GSEs. 
Nonetheless,  the  regulatory  process  does  not  merely  concern  itself  with  uncovering  or 
punishing  illegal  acts.  It  establishes  guidelines,  provides  reporting  standards,  and  creates 
a  rudimentary  "alarm  system"  designed  to  alert  lawmakers  and  the  public  to  the  need  for 
their  involvement  in  drafting  reforms.  It  is  in  the  latter  areas  that  a  comparison  between 
S&Ls  and  GSEs  remains  appropriate. 

According  to  the  Commission,  regulators  were  often  blinded  to  the  poor  business 
practices  of  certain  S&Ls  due  to  "the  absence  of  an  information  structure  that  obscured 
the  extent  of  the  mounting  losses  and  the  degree  to  which  the  federal  deposit  insurance 
program  and  the  Treasury  were  exposed  to  loss." 
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Despite  recent  efforts  to  establish  reporting  and  capital  standards  for  the  housing 
GSEs,  transparency  is  still  an  elusive  goal.  GSEs  can  trade  on  the  New  York  Stock 
Exchange,  but  are  exempt  from  Securities  and  Exchange  Commission  fees  and  reporting 
requirements  that  burden  other  companies  that  offer  stock.  Nor  are  the  GSEs  required  to 
disclose  trading  positions  held  by  their  top-level  managers. 

Another  element  of  transparency,  capital  hedges  against  risks,  illustrates  the 
critical  policy  juncture  we  have  now  reached.  In  1992,  the  Federal  Housing  Enterprises 
Safety  and  Soundness  Act  of  1992  instructed  a  newly-created  Office  of  Federal  Housing 
Enterprise  Oversight  (OFHEO)  to  develop  risk-based  capital  standards  to  apply  to  GSEs. 
Progress  on  this  front  has  been  painflilly  slow.  Fannie  Mae  could  not  meet  a  "test  run"  of 
a  proposed  OFHEO  risk-based  capital  rule  in  1997. 

The  limited  standards  for  GSEs  that  exist  today,  which  are  not  necessarily  risk- 
based,  point  to  a  major  advantage  vis-a-vis  their  competitors.  Private  banks  and  thrifts 
must  maintain  at  least  4  percent  capital  against  on-balance  sheet  assets  as  well  against  any 
"prudent"  mortgage-related  assets,  on-  or  off-sheet.  The  total  risk-based  capital  minimum 
for  on-balance  and  off-balance  sheet  assets  is  8  percent. 

In  contrast,  Fannie  Mae  and  Freddie  Mac  fall  under  just  two  established  core 
requirements  -  2.5  percent  for  on-sheet  assets  and  .45%  against  off-sheet  assets.  A  risk- 
based  standard  has  not  yet  been  implemented  by  outside  regulators. 

Senior  GSE  officials  contend  that  their  agencies  are  in  a  far  better  position  than 
most  private  financial  institutions,  and  that  the  existing  standards  are  fair  given  the 
structure  of  the  GSEs'  holdings.  However,  outside  analysts  seem  unable  to  verify  these 
claims  with  any  certainty.  Fannie  Mae  insists  it  has  developed  its  own  "internal"  risk- 
based  capital  model  that  purportedly  complies  with  the  intent  of  the  1992  law,  but 
without  a  detailed  analysis  of  this  model,  taxpayers  remain  unassured. 


Conclusion:  A  Sustainable  Future  Must  Build  on  Lessons  of  the  Past 

The  "Summary  and  Recommendations"  section  of  the  Commission's  report 
begins  with  the  historical  observation  that  "Congress  transformed  S&Ls  into  agents  of 
national  housing  policy"  and  that  "government  regulation  sheltered  S&Ls  from 
competition,  allowing  the  industry  to  be  profitable  and  failures  to  be  rare."  But  beginning 
with  the  interest  rate  problems  of  the  1980s,  the  Commission  found  policymakers  to  be 
"ill-prepared  to  deal  with  the  crisis."  The  result  was  "a  large  and  imnecessary  expense  to 
taxpayers"  that  "has  shaken  the  public  confidence  in  financial  institutions,  government, 
and  the  political  process."  This  need  not  be  the  case  with  other  Congressionally-chartered 
"instruments  of  national  housing  policy,"  the  GSEs, 
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More  than  a  decade  ago,  NTU  Founder  James  Davidson  began  his  presentation  to 
the  Committee  on  Ways  and  Means  by  prophetically  observing  that: 

[D]espite  dramatic  increases  in  borrowing  by  GSEs,  too  little  is  known  about  the 
magnitude  of  the  very  real  risks  underwritten  by  American  taxpayers.  One  of  the 
unfortunate  lessons  of  the  Savings  and  Loan  [S&L]  debacle  is  that  off-budget  activities, 
loan  guarantees,  and  quasi-government  functions  can  have  a  tremendous  impact  on  the 
federal  budget...  Should  a  similar  fiscal  catastrophe  hit  GSEs,  bailout  costs  could 
multiply  to  levels  that  would  not  currently  seem  credible. ..Given  these  risks,  it  is 
absolutely  essential  that  the  Congress  be  provided  with  accurate  information  concerning 
the  potential  costs  of  GSEs  to  the  federal  government. 

Unfortunately,  the  strong,  permanent  framework  of  oversight  our  Founder 
envisioned  has  yet  to  evolve.  Granted,  government  studies  of  the  impact  of  housing  GSEs 
on  the  federal  balance  sheet  have  significantly  informed  the  debate  over  the  past  decade. 
In  addition,  preliminary  efforts  to  establish  a  free-standing  structure  of  standards  and 
reviews  are  underway.  Yet  these  developments  have  only  served  as  a  foundation  upon 
which  Congress  must  now  build.  HR  3703  would  continue  the  construction  process,  and 
for  this  reason  alone  it  deserves  the  support  of  the  Subcommittee  and  your  colleagues 
throughout  the  House  and  Senate. 

In  closing,  Mr.  Chairman,  I  thank  you  and  all  the  Members  of  the  Subcommittee 
on  Capital  Markets,  Securities,  and  Government  Sponsored  Enterpnies  for  your  initiative 
and  leadership  in  h'.dding  these  vital  hearings.  I  look  forward  to  ansv  e-ing  any  questions 
you  may  have. 
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Mr.  Chairman  and  members  of  the  Subcommittee,  thank  you  for  the 
opportunity  to  present  testimony  on  Government  Sponsored  Enterprises 
(GSE).  I  ccmmend  the  Subcommittee  for  holding  the  first  oversight 
hearing  on  GSEs  In  recent  memory. 

we  sincerely  appreciate  the  work  of  Congressmen  J.J.  Pickle  and 
Bill  Gradison,  the  other  members  of  this  Committee  and  the  outstanding 
staff  to  enact  a  provision  in  the  Financial  Institutions  Reform, 
Recovery  and  Enforcement  Act  to  require  a  study  by  the  Treasury 
Department  assessing  the  financial  safety  and  soundness  of  GSEs.  This 
study  is  a  very  important  step  for  fiscal  responsibility. 

Borrowing  by  GSEs  has  increased  from  $175  billion  in  1980  to  $721 
billion  in  1988,  outpacing  even  the  skyrocketing  increase  in  the 
national  debt.  Yet  despite  dramatic  increases  in  borrowing  by  GSEs, 
too  little  is  known  about  the  magnitude  of  the  very  real  risks 
underwritten  by  Americjtn  taxpayers. 

One  of  the  unfortunate  lessons  of  the  savings  and  loan  debacle  is 
that  off-budget  activities,  loan  guarantees,  and  quasi-govemment 
functions  can  have  a  tremendous  inpact  on  the  Federal  budget. 

the  Federal  government  stands  behind  approximately  $2.7  trillion 
of  deposits  at  banks  and  savings  and  loan  institutions.  American 
taxpayers  face  $160  billion  and  probably  more  in  bailout  costs  for 
deposit  insurance.  Should  a  similar  fiscal  catastrophe  hit  GSEs, 
bailout  costs  could  multiply  to  levels. that  would  not  currently  seem 
credible. 

Given  these  risks,  it's  absolutely  essential  that  the  Congress  be 
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provided  with  accurate  information  concerning  the  potential  costs  of 
GSEs  to  the  Federal  government.  It's  entirely  appropriate  that  the 
Treasury  Department  prepare  such  a  study.  Perhaps  it  can  apply  the 
knowledge  it  gleaned  from  its  experience  in  the  savings  and  loan 
crisis. 

It  is  very  in^xjrtant  that  the  Treasury  Department  devote  the 
staff  resources  necessary  to  do  a  first  class  job  in  preparing  this 
study.  Tens  of  billions  of  dollars  could  be  at  stake. 

We  intend  to  carefully  watch  the  progress  being  made  by  the 
Treasury  Department  on  this  inportant  report. 

Government  Spcmsored  Enterprises  -  What  are  they? 

Harold  Seidman,  writing  in  the  summer  1988  Brookings  Review, 
describes  a  GSE  as  an  organization  with  "non-government  status  and 
exenption  from  most,  but  not  all,  laws  and  regulations  applicable  to 
federal  agencies,  officers  and  enployees.  the   exemption  does  not 
mean,  however,  that  government-sponsored  enterprises  are  siibject  to 
the  laws  and  regulations  applicable  to  conparable  organizations  in  the 
private  sector  -  many  are  expressly  exenpted  from  those  laws  and 
regulations . " 

An  article  by  Ronald  Moe  and  Thomas  Stanton  in  the  July/August 
1989  Public  Admi  nistration  Review  defines  a  GSE  as  "a  privately  owned, 
federally  charted  financial  institution  with  nationwide  scope  and 
limited  lending  powers  that  benefits  from  an  implicit  federal 
guarantee  to  enhance  its  ability  to  borrow  money."  This  definition 
clearly  shows  the  inherent  danger  of  GSEs. 

GSEs  often  use  this  legal  ambiguity  to  have  it  both  ways. 
Seidman  noted  that  "when  HUD  Secretary  Patricia  Harris  directed  FNMA 
to  increase  its  percentage  of  mortgage  purchases  in  central-city 
areas,  the  agency  insisted  it  was  private  .  .  .  [and]  that  its  primary 
obligation  was  to  its  stockholders.  .  .  .  FNMA  argued  no  less 
vigorously  that  it  was  a  federal  instnnnentality  \^en  New  York  State 
attempted  to  conpel  it  to  pay  interest  on  its  escrow  funds.  {And  vrtien 
the  Reagan  Administration  proposed]  to  cut  off  its  special  privileges 
.  .  .  FNMA  protested  that  'Congress  established  that  Fannie  Mae  to  run 
efficiently  as  an  agency,  not  as  a  fully  private  conpany. '" 

The  most  inportant  feature  of  GSEs  is  the  implicit  Federal 
backing  of  their  debts.  Although  some  GSEs  are  required  by  law  to 
explicitly  state  that  their  obligations  are  not  guaranteed  by  the 
Federal  government,  investors  believe  there  is  a  de  facto  Federal 
guarantee.  The  spread  between  Treasury  and  GSE  debt  is  typically 
between  30  and  50  basis  points,  far  lower  than  the  spread  between  the 
highest  quality  corporate  and  Treasury  debt. 

It's  not  surprising  that  investors  would  come  to  such  a 
conclusion.  I've  reprinted  a  table  from  Special  Analysis  F  of  the 
fiscal  year  1990  budget  that  outlines  some  of  the  benefits  enjoyed  by 
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GSEs.  Virtually  all  GSE  debt  is  exempt  from  Securities  and  Exchange 
Commission  registration  requirements  and  various  state  securities 
laws.  The  debt  also  has  equal  standing  with  Treasury  debt  as 
investments  for  banks  and  other  financial  institutions. 

Stanton  notes  that  "even  after  the  farm  credit  system  recorded 
$4.6  billion  of  losses  in  1985  and  1986,  Farm  Credit  securities 
remained  eligible  investments  for  AAA-rated  debt."  What  private 
corporation  could  record  such  massive  losses  and  retain  a  similar  debt 
rating?  None . 

The   investors  vAio  assumed  a  de  facto  Federal  guarantee  were 
right.  Congress  provided  special  assistance  to  the  Farm  Credit  System 
in  the  Agricultural  Credit  Act  of  1987. 

The  Risks  of  Government  Sponsored  Enterprises 

Congress  has  shown  the  willingness  to  bail  out  GSEs,  putting 
America's  taxpayers  at  risk  and  raising  the  ultimate  danger  of  GSEs. 

Although  the  risks  are  apparently  borne  by  the  Federal 
government,  the  benefit  and  tiie  profits  accrue  to  private  investors. 
This  creates  a  "heads  we  win,  tails  you  lose"  scenario  for  taxpayers. 

Credit  guarantees,  real  or  inglied,  are  not  free.  With  these 
risks,  there  are  costs.  Due  to  the  size  of  GSEs,  when  there  is  a 
failure,  the  costs  will  be  large.  With  the  lack  of  information  on 
GSEs,  the  problems  may  well  also  come  as  a  surprise  to  the  Congress. 

With  implied  Federal  guarantees,  a  very  inportant  incentive  for 
pnident  risk  taking  is  removed.  In  a  truly  private-sector 
corporation,  owners  and  managers  face  the  discipline  of  severe 
financial  losses  or  bankruptcy  if  excessive  risks  are  undertatken. 


Stanton  describes  this  loss  of  discipline  in  his  report  for  the 
Association  of  Reserve  City  Bankers,  Government  Sponsored  Enterprises 
Their  Benefits  and  Costs  as  Instnjnents  of  Federal  Policy; 


For  the  usual  conpany,  debtholders  and  purchasers  of 
guaranteed  securities  will  limit  the  degree  of  risk  by 
demanding  increasing  returns  for  themselves  as  shareholders 
increase  risk  and  attenpt  to  increase  leverage.  For  the 
enterprise  with  implicit  government  backing,  this  constraint 
is  largely  gone.  Shareholders  of  a  government  sponsored 
enterprise  can  increase  their  returns  by  increasing  risks 
and  can  leverage  these  benefits  by  greatly  increasing  the 
ratio  of  outstanding  debt  to  shareholder  equity.  The 
federal  government  receives  no  condensation  for  bearing 
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increased  risks  for  enterprise  activities,  but  has 
potential  unlimited  liabilit 
[Emphasis  added.] 


atential  unlimited  lieibility  if  an  enterprise  fails. 


Indeed,  the  Congressional  Budget  Office  director  Robert 
Reischauer  reported  to  the  Ways  &  Means  Committee  this  spring  that 
"Fannie  Mae's  cafjital-to-asset  ratio,  vrfiich  is  only  2.1  percent 
measured  on  a  book-value  basis,  is  low  for  a  portfolio  mortgage 
lender,  even  one  with  a  large  mortgage-backed  securities  business." 

Undoubtedly,  Fannie  Mae  will  report  to  the  Subcommittee  today 
that  it  is  earning  record  profits.  But  will  Fannie  Mae  report  the 
level  of  risks  involved  in  those  profits?  Will  it  quantify  the 
implicit  federal  subsidy  that  artificially  boosts  these  profits? 

Another  element  of  risk  for  the  Federal  government  is  that  GSEs 
typically  concentrate  their  borrowing  in  one  area  of  economic 
activity.  For  exaitple,  the  Farm  Credit  System  concentrates  its 
lending  in  agricultural  activities  and  is  particularly  vulnerable  to 
the  health  of  the  agricultural  sector.  Private  sector  corporations 
can  reduce  their  risks  by  diversifying  their  portfolios. 

Privatizing  the  Profits  and  Sociedizing  the  Losses 

The  prevailing  view  in  Washington  is  that  no  economically 
significant  bankruptcy  can  be  tolerated.  That  was  the  case  with  the 
Farm  Credit  System  and  also  with  the  failure  of  Continental  Illinois 
Bank,  when  the  government  bailed  out  not  only  insured  depositors  but 
uninsured  depositors  and  creditors  of  the  parent  holding  coirpany.  The 
trouble  with  this  philosophy  of  finance  is,  of  course,  that  it  is  an 
invitation  to  total  ruin.  Market  discipline  is  ineffective  when 
Congress  privatizes  the  profits  but  socializes  the  losses.  Everyone 
cannot  be  bailed  out  by  everyone  else,  just  as  climbers  who  are  tied 
together  by  a  safety  line  cannot  all  fall  off  the  mountain  at  once  and 
be  held  aloft  by  one  another.  For  the  rescue  to  work,  someone  must  be 
clinging  to  a  solid  handhold  above  the  ravine.  The  greater  the  weight 
tugging  on  a  safety  line,  the  greater  cheince  that  everyone  will  tumble 
together. 

Severe  Fiscal  Danger  from  a  Reed  Estate  Price  Decline 

The  risks  in  the  government's  credit  guarantees  are  not  only 
hidden  from  plain  view,  they  are  concentrated  to  a  startling  extent. 
A  great  many  could  have  the  common  feature  of  being  triggered  by  a 
fall  in  the  price  of  real  estate.  Merely  regional  declines  in  real 
estate  have  already  necessitated  an  S&L  bailout  that  will  cost  a 
minimum  of  $166  billion,  and  probably  much  more.  This  happened  while 
real  estate  in  most  regions  remained  healthy.  A  generalized  fall  of 
real  estate  prices  would  escalate  the  cost  of  S&L  guarantees  by  more 
hundreds  of  billions,  v^ile  eilso  undermining  the  recovery  value  of  the 
FDIC's  huge  real  estate  portfolio. 
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Banks  auid  S&Ls  are  not  the  only  real  estate  investors.  Even  many 
of  the  supposedly  uninsured  lenders  and  owners,  such  as  insurance 
con^anies  and  pension  funds,  cannot  lose  in  a  big  way  without 
transferring  their  liabilities  to  the  Treasury  through  the  Pension 
Benefit  Guarantee  Corporation. 

Of  course,  a  decline  in  real  estate  values  would  also  send  shjck 
waves  through  various  GSEs  and  government  agencies  including  the 
three-quarters  of  a  trillion  dollars  in  guarantees  of  mortgages 
through  the  FHA,  Freddie  Mac,  Fannie  Mae,  Ginnie  Mae,  the  VA,  Farm 
Credit  System  and  the  Farmers  Hone  Administration.  Even  Sallie  Mae, 
the  student  loan  enterprise,  advances  funds  to  lenders  based  on  home 
equity  loans  as  collateral. 

It  isn't  necessary  to  imagine  a  doomsday  scenario  in  which  all 
loans  go  bad  at  once,  to  reach  a  point  where  the  ability  of  the 
Treasury  to  meet  its  liabilities  at  affordable  interest  rates  would  be 
overwhelmed.  In  effect,  the  U.S.  Treasury  is  like  an  insurance 
company  that  has  not  set  aside  adequate  reserves.  It  has  written 
trillions  of  dollars  of  coverage  against  the  fall  of  real  estate 
prices  in  the  U.S.  If  real  estate  weakens  broadly,  the  consequences 
could  be  more  serious  than  anyone  in  Congress  now  imagines. 

To  put  it  another  way,  the  government  is  like  a  highly  leveraged 
futures  trader  who  has  bet  the  whole  wad  on  the  proposition  that  a 
certain  price  will  rise.  Yet  in  this  scenario,  if  the  price  rises, 
the  private  owners  make  the  profit.  If  the  market  goes  the  other  way, 
and  the  price  falls  too  far,  the  power  of  leverage  could  be  brought 
into  play  to  create  losses  of  an  unmanageable  kind  for  the  Federal 
government.  The  U.S.  Treasury  has  written  history's  biggest  put 
option  on  real  estate. 

Who's  Minding  the  Store? 

Another  element  of  increased  risk  for  taxpayers  is  the  lack  of 
effective  regulation  of  GSEs.  Sallie  Mae  has  no  financial  regulator 
at  edl.  With  all  due  respect  to  Secretary  Jack  Kemp,  the  Department 
of  Housing  and  Urban  Development  is  not  likely  to  be  an  effective 
regulator  of  Fannie  Mae  and  Freddie  Mac. 

Indeed,  the  General  Accounting  Office  reported  in  1985  that  "HUD 
officials  do  not  believe  the  Department  presently  has  the  capacity  or 
expertise  to  perform  certain  functions  which  might  be  expected  of  a 
financial  institution  regulator  such  as  monitoring  FNMA's  interest 
rate  risk."  The  situation  has  not  noticeably  improved. 
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Recomnendations  for  Reducing  Federal  Risk  &  Taxpayer  Liabilities 

1.  Conplete  a  first  rate  study  of  the  safety  and  soimdness  of 
GSE  borrowing.  The  Subcommittee's  actions  today  should  be  extremely 
helpful  to  ensure  that  the  Treasury  Department  understands  the 
importance  of  this  study  to  fiscal  responsibility. 

2.  Mandate  annual  reports  on  the  contingent  liabilities  of  the 
Federal  government  from  GSEs.  Currently,  the  special  analyses  volume 
of  the  Federal  budget  and  the  annual  Statement  of  Liabilities  and 
Other  Fineincial  Commitments  of  the  United  States  Government  published 
by  the  Treasury  Department  do  not  include  estimates  for  contingent 
liabilities  of  GSEs  because  there's  no  explicit  guarantee,  lliat  is  no 
excuse  for  not  having  the  information.  Congress  has  chartered  these 
GSEs,  and  it  ought  to  receive  timely  and  accurate  information  on  the 
risks  these  entities  are  incurring.  Given  congressional  willingness 
to  assist  faltering  or  failing  GSEs  in  the  past.  Congress  ought  to 
monitor  the  safety  and  soundness  of  these  institutions. 

3.  Assign  a  value  to  the  risks  incurred  by  GSEs.  Some  portion 
of  the  portfolio  of  each  GSE  should  be  guaranteed  by  private  insurers. 
Of  course,  that  fraction  of  the  portfolio  must  represent  the  entire 
portfolio  and  not  just  the  safest  investments.  This  will  help 
establish  a  budget  cost  for  guarantees  which  should  be  included  in 
annual  outlays.  Gorbachev  has  written  a  long  endorsement  of  full  cost 
accounting.  The  Congress  should  insist  that  we  do  no  less.  It  is 
financially  xmsoimd  to  enploy  credit  guarantees  as  an  apparently 
costless  alternative  to  direct  outlays.  All  guarantees  have  a  cost 
and  that  cost  should  be  reflected  in  the  budget. 

4.  Explore  the  feasibility  of  requiring  GSEs  to  purchase  private 
insurance  for  all  borrowing.  Tnere  are  several  advantages  to 
requiring  such  insurance.  Most  importantly,  the  risks  would  be 
transferred  form  the  Federal  government  and  the  taxpayer  to  the 
private  sector. 

The  premiums  for  such  insurance  would  very  quickly  reflect  any 
change  in  risk  because  the  institutions  providing  the  insurance 
guarantees  would  have  their  money  at  risk. 

Most  of  the  insurance  would  probably  take  the  form  of  standby 
letters  of  credit  whose  prices  would  reflect  the  amount  of  risk 
incurred  by  the  GSE.  The  GSEs  would  be  closely  monitored  by  the 
insurers.  They  would  have  the  financial  sophistication  and  incentive 
to  watch  GSE  lending  practices  closely.  After  all,  if  the  loans  go 
bad,  the  insurer  must  make  up  the  difference.  There  can  be  little 
doubt  that  such  insurers  would  outperform  Federal  regulators  in 
supervising  GSEs. 

5.  Establish  effective  Adminstration  Oversight  of  GSEs.  Moe  and 
Stanton  harshly  criticize,  and  rightly  so,  the  current  GSE  regulatory 
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structure.  They  report  that  the  "regulators  generally  lack  sufficient 
resources  to  supervise  the  finances  of  these  multi-billion  dollar 
institutions;  a  GSE  regulator  such  as  the  U.S.  Departinent  of  Housing 
and  Urban  Development  is  neither  oriented  to,  nor  staffed  for  proper 
supervision  of  the  safety  and  soundness  of  a  huge  financial 
institution  such  as  Fannie  Mae.  Also,  their  regulatory  mandate  is 
vague,  and  this  has  led  several  regulators  to  slight  safety  and 
soundness  in  favor  of  other  policy  goals." 

Moe  and  Stanton  suggest  delegating  to  a  single  administrative 
agency  headed  by  "a  single  administrator  the  authority  to  regulate, 
examine,  and  enforce  compliance  through  appropriate  measures  to  assure 
safety  and  soiondness."  We  agree. 

6.  Place  meaningful  limits  on  GSE  risk  taking  incentives.  While 
the  requirement  that  GSEs  purchase  private  insurance  to  protect 
against  defaults  would  be  a  sxjperior  method  to  protect  against 
taxpayer  bailouts,  meaningful  government  supervision  for  all  GSEs 
would  prove  beneficial. 

Supervision  must  include  meaningfiil  capital  requirements  for 
GSEs.  Such  capital  requirements  would  help  give  the  shareholders  some 
incentive  to  guard  against  excessive  risk  taking. 

It  is  crucial  that  market  value  accounting  be  used  by  GSEs. 
Historical  cost  accounting  can  hide  huge  losses  on  nonperforming  loans 
that  have  lost  much  of  their  value,  or  hide  a  severe  loss  in  a 
portfolio  subject  to  interest  rate  risk.  If  capital  standards  are 
based  on  historical  costs,  bad  loans  will  be  hidden  and  capital 
standards  will  not  offer  adequate  protection  for  taxpayers. 

Finally,  regulators  must  be  required  to  act  should  capital 
standards  fall  below  defined  levels.  Such  mandatory  requirements 
would  help  insulate  regulators  from  political  pressures  to  look  the 
other  way. 

7.  Full  privatiztion  of  certain  GSEs  should  be  considered.  The 
best  way  to  protect  against  a  government  bailout  of  a  GSE  is  to 
privatize  it  fxilly.  By  doing  so,  the  shareholders  and  other  market 
investors  will  understand  that  the  GSE  no  longer  enjoys  special 
privileges.  This  return  to  market  incentives  and  discipline  should 
protect  against  both  excessive  risk  taking  and  congressional  action  to 
bail  out  the  GSE  should  trouble  arise. 

We  understand  that  some  of  these  reforms  may  take  several  years 
to  adopt.  In  any  event,  the  initial  requirement  that  the  Treasury 
Department  prepare  a  report  on  the  safety  and  soundness  of  GSEs  is  a 
constructive  first  step  toward  fiscal  responsibility.  Without 
reliable  information,  it  will  be  difficult  for  Congress  and  the 
Administration  to  understand  GSEs  or  the  risks  involved  for  the 
teuqiayers  of  this  country. 
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DollarsfySense 


Taxpayer  Bailouts  Multipiy 


NEWS 
Notes 


. .  .from  student  loans  to/arm 

credit,  borrotving  has  increased 

alarmingly  from  $1 75  biUion  in 

1980  to  $721  biOion  in  1988. 


"Tr  Timing  from  MTU 
rr     about  the  liability 
posed  by  Government  Spon- 
sored Enterprises  (GSEs)  have 
been  borne  out  by  recent 
revelations  of  another  federal 
loan  program  about  to  soak 
taxpayers. 

Latest  of  the  casualties  is  a 
program  run  by  the  Small 
Business  Administration  to 
finance  small  business  invest- 
ment companies. 
These  entities 


raise  equity 
capital  from 
private  investors 
and  combine  it 
with  federal- 
guaranteed 
loans,  often 

borrowing  up  to  three  times  their 

private  capital. 

Since  1980  program  losses 

skyrocketed  382  percent,  presenting  a 

bill  to  taxpayers  that  may  reach  $800 


million.  These  thinly-capitalized 
entities  were  leveraged-up  with 
federal  loan  guarantees,  forcing 
taxpayers  to  assume  the  risks  without 
the  prospect  of  benefits. 

"This  philosophy  is  an  invitation 
to  total  ruin,"  says  NTU  Chairman 
James  Davidson  "Market  discipline  is 
ineffective  when  Congress  privatizes 
the  profits  but  socializes  the  losses." 

Across  tlie  broad  spectrum  of 
GSEs,  from  student  loans  to  farm 
credit,  borrowing  has  increased 
alarmingly  from  $175  billion  in  1980 
to  $721  billion  in  1988.  Congress  has 
repeatedly  shown  a  willingness  to  bail 
out  GSEs,  such  as  its  action  in  1987  to 
cover  $4.6  billion  in  losses  by  the 
farm  credit  system. 

Will  Congress  ever  show  a 
similar  readiness  to  lessen  taxpayer 
liabilities  in  conneaion  with  GSEs? 
That  will  depend  on  the  support  NTU 
members  give  in  our  attempts  to  alert 
the  public  and  pressure  the  Congress 
to  act.  ■ 
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PollarsfSPSense 


Ibu  Can  Make  A  Difference 

NTU  TO  Sponsor  National 
Taxpayers  Conference 


A   national  conference  for  slate 
./~M.  and  local  taxpayer  organiza- 
tions will  be  sponsored  by  NTU  in 
Washington  this   fall.  NTU  held  the 
first  such  conference  in  Saint  Louis 
in  December  of  1989  The  success  of 
that  conference  has  generated  many 
requests  for  a  repeat.  On  September 
21  and  22,  James  Davidson  and 
David  Keating  will  lead  the  two-day 
workshop  in  exploring  current  tax 
issues,  waging  campaigns  against 
tax  increases,  reducing  existing  tax 
burdens  and  fighting  government 
waste  at  the  state  and  local  level. 

Leaders  of  successful  state 
organizations  will  share  their  win- 


ning strategies  in 
building  successful 
coalitions,  lobbying 
the  legislature,  and 
fundraising  strategies 

Further  details 
of  this  important 
event  will  be  pub- 
lished in  the  June 
issue  of  Dollars  & 
Sense.  But  now  is  the 
time  to  begin  making 
your  plans  to  join 
this  select  group  of  experts  and 
national  leaders  who  will  give  you 
fresh  ideas,  new  contacts  and 
provide  you  with  the  means  to 


September  is  the 

month  to  learn 

how  YOU  CAJ^ 

make  a 

DIFFEREIVCE! 


determine  the  fiscal  future  of  your 
community  and  the  nation.  Plan  to 
join  us  in  Washington,  D.C.  Septem- 
ber 21  and  22  ■ 


Fat  Fannie 


rhe  Washington  Posi  discovered  recently  that  the 
Federal  National  Mortgage  Association  plans  to  pay 
its  outgoing  chairman,  David  O.  Maxwell,  $27  million  in 
salary  and  lump  sum  pension  benefits  this  year.  At  the 
same  time,  Fannie  Mae,  as  the  organization  is  commonly 
known,  has  been  waging  a  no-holes-harred  lobbying 
campaign  against  legislation  to  subject  its  three-quarter 
trillion  dollar  mortgage  operation  to  private  market 
discipline. 

Fannie  Mae  receives  taxpayer  subsidies  through  a 
series  of  regu'iaioi>  exempiK>ns  and  'impliat*  bond 
guarantees.  Its  bonds  are  traded  as  government  securi- 
ties Access  to  cheap  credit  gives  Fannie  an  unbeatable 
edge  in  the  multi-trillion  dollar  secondary  mortgage 
market. 

Even  before  revelations  of  Maxwell's  "golden  hand- 
shake," NTU  had  advocated  capping  Fannie's  salaries  at 
government  levels  until  the  agency  was  privatized.  NTU 
is  planning  a  "Give  it  Back,  David"  campiaign,  to  urge 
Congress  to  either  privatize  Fannie  or  abolish  its  Wall 
Street  salary  scale.  Members  interested  in  participating 
should  call  NTU  Public  Information  Director,  Pete  Sepp. 
According  to  Sepp,  "it's  time  to  kick  some  Fannie."  ■ 


Learn  How  to  be  a 
CmzEN  Lobbyist 

y  TTive  you  ever  wanted  to  make  a  difference  in  the 
■M.  JL  debate  over  a  public  policy  issue,  but  never  found 
an  effective  way  to  express  yourself? 

NTU  will  sponsor  Citizen  Lobbyist  Day  next  Septem- 
ber, offering  workshop  U^ining  on  how  to  play  the  role 
of  lobbyist.  Taxpayer-related  issue  bnefings  will  be  held, 
along  with  a  reception  on  Capitol  Hill  One  day  will  be 
set  aside  for  actual  lobbying,  putting  into  practice  what 
you  have  learned,  accompanied  by  NTUs  team  oi 
professional  lobbyists. 

"We  can't  do  our  job  effectively  without  the  direct 
involvement  of  our  members,"  says  Jill  Lancelot,  NTU's 
Director  of  Congressional  Affairs  and  organizer  of  the 
event.  "It's  an  opportunity  for  each  of  you  to  leam  how 
to  make  a  difference  in  our  nation's  future." 

NTU  is  here  in  Washington,  DC.  where  the  aaion 
is,  but  it's  YOU,  the  taxpayer,  voter  and  constituent 
whose  voice  really  matters  in  the  halls  of  Congress  Write 
us  with  your  thoughts  on  how  we  can  make  this  event 
an  educational  experience  that  will  translate  into  a  more 
forceful  voice  for  the  interest  of  taxpayers  ■ 
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PoUars 


Future  Taxpayer  Bailouts  Guaranteed 


CoNC3iEss  Flunks  Bank  Reform  Test 


/n  a  display  of  shortsightedness 
and  self-interest,  the  U.S.  House 
of  Representatives  twice  rejeaed 
bank  reform  plans  on  November  5 
and  November  H. 

NTU  Chairmanjim  Davidson  was 
angered  by  the  votes  "The  proposals 
had  few  protections  against  future 
bailouts — but  even  those  weak  pro- 
posals were  too  much  for  the  House, 
li  seems  likely  tliat  Congress  will  pass 
a  'narrow  bill'  without  real  reforms  to 
our  deposit  insurance  system.  If  so, 
Congress  will  have  failed  to  make  the 
cough  choices  necessary  to  address 


the  problem  rather  than  the  symp- 
toms. Taxpayers  need  proteaion  from 
future  bank  bailouts.  What  they  are 
getting  is  a  multi-billion-dollar  in- 
voice." 

Congress  needs  to  inject  funds  to 
the  ailing  Bank  Insurance  Fund,  which 
is  used  to  pay  off  depositors  of  failed 
banks.  It  represents  just  the  first  in- 
stallment payment  on  a  huge  liability. 
The  proposed  legislation  also  pro- 
vided $40  billion  in  funds  to  allow  the 
FDIC  to  pay  depositors  immediately 
upon  a  bank  failure,  supposedly  to  be 
repaid  when  the  agency  sells  failed 


bank  assets.  In  mid-November  mem- 
bers still  faced  a  vote  on  an  $80  billion 
bailout  of  failed  S&Ls  by  the  Resolu- 
tion Trust  Corporation. 

The  National  Taxpayers  Union 
will  continue  to  work  for  adoption  of 
meaningful  reforms  of  the  deposit 
insurance  system.  According  to 
Davidson  "our  campaign  will  not  end 
until  Congress  addresses  fundamental 
deposit  insurance  problems.  Taxpay- 
ers at  the  grassroots  must  convince 
their  legislators  that  bank  reform  is- 
sues go  beyond  special  interests  and 
directly  affect  their  wallets."  ■ 


J^ORTH  QUOTING 


"...  it  would  probably  help  if  the  operation  ofbanks  were 
confined  to  men  of  reasonable  training  in  banks  and  their 
ownership  to  men  of  substantial  financial  responsibility. 

Urxler  our  pres- 
ent laws,  [any- 
one! is  free  to 
set  up  a  bank 
and  anyone  is 
free  to  own 
stock  in  it.  The 
Federal  Insur- 
ance scheme 
has  worked  up 
to  now  simply 
because  there 
have  been  very 
few  bank  fail- 
ures. The  next 
time  we  have  a 
pestilence  of 
them  it  will 
come  to  grief  quickly  enough,  and  if  the  good  banks 
escape  ruin  with  the  bad  ones  it  will  be  only  because  the 
taxpayer  foots  the  bill."  ■ 

—  Excerpted  from  a  1936  column  by  H.  L.  Mencken. 

Source:  The  Impossible  H.L.  Mencken 

Marion  ElizabeKi  Rodgefs,  Ed.,  DouWeday,  1991 


Fannie  Mae/Freddie  Mac: 

Unwelcome  Guests  of  the  Taxpayer 

/gnorance  Isn't  always  bliss  for  the  taxpayers,  espe- 
cially when  it  comes  to  Government  Sponsored 
Enterprises  (GSE's).  Tfiese  quasi-government  financial 
institutions,  which  go  by  more  familiar  names  like 
Fannie  Mae  and  Freddie  Mac,  purchase  or  guarantee 
loans  made  by  banks  and  thrifts  for  mortgages,  educa- 
tion, and  farms.  In  fact,  GSE's  account  for  nearly  $1 
trillion  in  lendinjg — and  all  of  it  is  implicitly  guaranteed 
by  the  taxpayer. 

Despite  this  huge  loan  portfolio,  GSE's  do  not  have 
to  live  under  most  of  the  regulations  on  private  lenders, 
like  capital  standards  and  disclosure  requirements. 
Recent  experience  proves  those  standards  aren't  enough 
to  protect  taxpayers.  Given  the  instability  of  the 
economy,  regulators  might  not  have  sufficient  warning 
to  prevent  a  massive  taxpayer  bailout. 

Fortunately,  the  National  Taxpayers  Union  is  lead- 
ing the  fight  on  Capitol  Hill  to  subject  GSE's  to  the  same 
rules  and  regulations  as  their  competition.  The  reform 
package  would  include  a  higher  level  of  operating 
capital  to  cushion  downturns  as  well  as  institute  regis- 
tration of  GSE  stock  with  the  Securities  and  Exchange 
Commission,  thereby  giving  regulators  a  belter  ac- 
counting of  assets  and  liabilities.  ■ 
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Dollar§  cSTSense 


Fannie  Mae:  A  Fiscal  Crisis? 


^  "t  lies  thf  biggest  of  her  kind 
^^  around.  She  regularly  imimi- 
^f^  dates  Congress,  which  some- 
times lets  her  write  her  own  con- 
tracts. If  you're  a  taxpayer,  she's  got 
you  by  the  purse  strings,  and  it's  time 
you  knew  her  name 

Fannie  Mae  is  a  Govern- 
ment .Sponsored  Enterpri,se 
(GSE),  a  stockholder-owned 
corporation  that  purchases 
home  mongages  for  banks  and 
thrifts  Together  with  its  smaller 
brother,  Freddie  .Mac,  it  has 
used  an  implied  credit  guaran- 
tee fr(;m  L'ncle  Sam  to  accumu- 
late incjre  than  SI  trillion  in 
.securities. 

As  tineir  main  competitors — 
the  .savings  and  loan  indu.s- 
tn,' — declined  in  numbers  over 
tile  pa.st  five  years.  Fannie  Mae 
and  Freddie  Mac  have  neaily 
tnpled  in  size.  They  did  so  in 
pan  by  taking  advantage  of  an 
.irr.iy  of  ta.\  benefits,  regulatory 
breaks,  and  securities  law  ex- 
emptions granted  by  Congre.ss. 
but  otherwi.se  unavailable  to 
banks  and  thrifts.  In  the  past, 
that's  meant  a  bonanza  of  up  to 
30  percent  on  equity  for  some 
of  Fannie  Mae's  stockholders. 


This  gravy  train  rolls  along  by 
exposing  taxpayers  to  ever  greater 
dangers.  For  years  the  National  Tax- 
payers Union  has  recommended  re- 
fomis  to  force  Fannie  Mae.  Freddie 
Mac.  and  other  GSE's  to  adopt  ad- 


PHOTO  BY  MIKE  MINGS 


The  palace  that  taxpayers  helped  butUI  — 

The  spniultng  W'ashtnfJlon,  t)C  ht'UiUjlttirtL'n  ftf 
the  Federal  Ntttwnal  Mortgage  Association  ( Fiitinw 
Mae)  seems  to  resemble  the  scope  of  taxpayer 
guarantees  for  Fannie  Mae 's  loans — both  are  dif- 
ficult to  capture  in  a  single  snapshot 


NICE  WORK  IF  YOU  CAN  GET  IT 

In  Januory  1 992,  outgoing  Fannie  Mae  Chairman  David  Maxwell  was  offered  $27 
million  in  salary  and  lump  sum  pension  payments  as  a  "retirement  package."  Thanks 
in  port  to  NTU's  exposure,  Maxwell  returned  $5  million  of  his  benefits. 

But  even  before  this  scandal  broke,  NTU  hod  advocated  capping  solaries  for 
employees  of  Government  Sponsored  Enterprises  (GSE's)  to  the  same  pay  levels  of 
other  government  personnel  until  GSE's  like  Fannie  Moe  ore  privatized.  "Fannie  Mae 
can't  hove  it  both  ways,"  said  MTU  Executive  Vice  President  David  Keating.  "If  Fannie 
Mae  wonts  to  have  o  Wall  Street  salary  scole,  let  it  compete  in  the  free  market  without 
an  implicit  credit  guorantee  from  taxpayers."  ■ 


equate  capital  standards.  Fannie  Mae 
and  Freddie  Mac  have  gotten  by 
with  a  capital  to  a.s.set  ratio  of  as  low 
as  one  percent,  far  too  low  a  cushion 
to  protect  taxpayers.  A  safer  figure 
would  be  four  f)ei"cent  or  more,  or 
the  same  standard  applied  to 
banks  and  .savings  and  loans. 
In  the  last  Congress  both 
chambers  failed  to  strengthen 
regulatory  protections  or  mean- 
ingfully increase  capital  .stan- 
dards. Lobbyists  for  the  two 
enterprises  actually  wrote  key 
provisions  of  the  banking  legis- 
lation that  passed  overwhelm- 
ingly in  the  Hou.se. 

Meanwhile.  Fannie  Mae 
remains  the  only  federally- 
created  enterprise  with  a  po- 
litical action  committee,  which 
has  donated  hundreds  of  thou- 
sands of  dollars  to  members 
of  Congress.  Now  Fannie  Mae 
wants  to  expand  its  opera- 
tions beyond  home  mortgages 
into  home-equity  lending  and 
mortgage  insurance. 

NTl'  and  NTUF's  Febru- 
ary 1991  Conference  on  the 
financial  system  brought  to- 
gether top  experts  from  the 
indu.stry  to  put  together  a  blue- 
print for  reforming  GSE's  and 
heading  off  the  creeping  fed- 
eralization of  the  credit  markets. 
This  year,  NTU  will  push  hard  for 
these  reforms.  For  instance,  why 
not  take  away  the  special  privi- 
leges granted  GSE's  by  Congre.ss. 
and  let  them  compete  on  an  equal 
footing  in  the  marketplace''  At  the 
very  least,  more  strict  capital  re- 
quirements must  be  adopted  to 
help  insulate  beleaguered  taxpay- 
ers from  any  possible  hnancial  melt- 
down. ■ 


jiLi  Aii.rvr  199.'i  ■  l>>u.\ii^4l  SrsM-: 
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INTRODUCTION 

My  name  is  Fred  Smith.  I  head  the  Competitive  Enterprise  Institute,  a  pro-market  public  policy 
group.  CEI  has  focused  for  many  years  on  the  moral  hazard  problem  which  is  the  topic  before 
this  Committee.  Clearly  Fannie  Mae  and  Freddie  Mac  were  created  for  "good"  purposes  -  now 
the  issue  is  whether  the  special  privileges  they've  been  granted,  specifically  their  implicit 
government  "insurance"  policy,  act  to  distort  and  destabilize  the  marketplace. 

CEI  has  been  active  in  examining  such  moral  hazard  concerns  over  the  last  16  years.  We  have 
long  been  critical  of  corporate  welfare.  We  have  done  extensive  work  on  the  comparative  value 
of  private  as  opposed  to  political  insurance,  questioned  the  ability  of  the  IMF  to  act  as  "credit 
doctor"  to  the  sick  economies  of  the  world,  and  criticized  the  capability  of  OPIC  to  better 
address  the  risks  of  overseas  investment.  Perhaps  most  relevant  to  the  issue  today,  we  were  very 
active  in  the  policy  debates  surrounding  the  S&L  deposit  insurance  crisis  of  the  1980s. 

As  others  have  noted,  there  is  a  disturbing  similarity  between  the  conftised  mix  of  explicit  (to  the 
smaller  depositor)  and  implicit  (to  all  depositors  and,  in  effect,  to  the  S&L  itself)  guarantees 
available  to  the  S&Ls  under  the  deposit  insurance  program,  and  the  similar  explicit  and  implicit 
taxpayer  guarantees  to  Fannie  Mae  and  Freddie  Mac  (and  indeed  the  other  GSEs)  which  arise 
from  their  partially  private/partially  political  nature. 

This  Committee  is  asking  the  right  questions.  It  may  indeed  be  the  case  that  these  subsidies  are 
warranted.  If  so,  then  let  us  bring  these  agencies  into  a  normal  reporting  relationship  with  the 
executive  branch  (possibly  within  Treasury)  and  have  the  appropriate  oversight  committees  in 
Congress  decide  their  powers,  budget,  operating  authority  and  compensation  schedules.  There 
should  be  no  subsidies  to  private  parties  without  holding  these  parties  accountable  to  the  elected 
representatives  of  the  people:  No  subsidies  without  representation! 

On  the  other  hand,  if  these  subsidies  are  not  warranted,  then  let  us  eliminate  them  and  privatize 
these  entities  as  expeditiously  as  possible.  What  I  would  hope  this  Committee  will  not  do  is  to 
perpetuate  the  mixed  status  these  organizations  now  enjoy.  To  paraphrase  William  Shakespeare: 
Fannie  Mae  and  Freddie  Mac  are  neither  private  "fish"  nor  political  "fowl."  No  one  knows  how 
to  evaluate  them  -  it  is  time  to  end  this  confusion. 

Privatizing  the  profit  side  of  the  ledger  while  socializing  the  loss  side  is  a  sure-fire  recipe  for 
disaster.  It  was  exactly  that  problem  that  so  exacerbated  the  plight  of  the  S&Ls  in  the  1980s. 
The  smartest  investors  in  the  world  found  it  highly  rational  to  invest  in  some  of  the  worst 
managed  thrifts.  These  investors  realized  that  the  high  interest  rates  offered  by  these  failing 
institutions  did  not  entail  any  excessive  risk.  Indeed,  they  entailed  almost  no  risk  at  all,  since  the 
guarantor  of  these  investments  was  not  the  individual  S&L,  but  rather  the  U.S.  government  (and 
thus  the  U.S.  taxpayer).  Of  course,  investors  had  to  exercise  due  diligence  -  you  had  to  be 
carefiil  to  ensure  that  you  placed  your  deposits  in  a  "safe"  failing  S&L  (one  that  was  Too  Big  To 
Fait)  rather  than  an  "unsafe"  failing  S&L  (that  is  one  that  was  Too  Small  To  Save). 

And,  of  course,  you  had  to  move  faster  than  the  regulators  and  pull  your  money  out  before  they 
actually  got  around  to  closing  down  the  institution.  But  that  wasn't  difficult.  The  result? 
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Sophisticated  investors  profited  massively.  Hundreds  of  billions  of  capital  dollars  flowed  from 
"well-managed  parts  of  the  economy  into  poorly  managed  S&Ls.  From  1981  to  1984,  S&L  assets 
ballooned  from  $600  billion  to  around  $1200  billion,  during  a  time  when  this  industry  was 
failing  badly.  Almost  all  of  those  assets  flowed  into  the  bankrupt  part  of  the  industry  and,  not 
surprisingly,  most  of  those  assets  were  also  badly  invested  by  the  S&Ls. 

The  costs  of  that  misallocation  of  capital  were  borne  by  the  taxpayers  directly,  but  the  costs  also 
included  the  waste  of  misallocated  resources,  evidenced  by  empty  office  buildings  and 
abandoned  housing  developments  in  many  American  cities.  The  costs  were  not  only  in  the  S&L 
sector;  prudent  investors  in  insurance  and  other  sectors  of  the  economy  who  operated  without 
government  subsidies  found  that  their  investments  were  no  longer  profitable  because  of  S&L 
over-investment.  Business  cycles  are  painful  enough  without  the  additional  instabilities  created 
by  such  subsidy-induced  market  distortions. 


BASIC  PRINCIPLES 

In  assessing  the  wisdom  of  the  confused  private/political  nature  of  these  institutions,  keep  in 
mind  that  the  basic  task  of  a  market  economy  is  to  allocate  capital.  The  entrepreneur  is 
responsible  for  considering  the  available  array  of  returns  and  risks,  and  then  selecting 
investments  which  are  most  likely  to  yield  the  "best"  return.  The  possibility  of  both  profit  and 
loss  provides  the  discipline  for  the  entrepreneur  to  choose  the  best  use  for  capital  based  on 
consumers'  demand  -  to  become  more  knowledgeable,  to  explore  possible  technological  and 
institutional  innovations,  to  improve  investment  skills  over  time. 

In  the  American  free  enterprise  system,  we  entrust  the  entrepreneur  with  this  critical  task.  She 
gains  profits  (sometimes  very  large  profits)  if  she  is  right;  she  loses  (sometimes  sharply)  if  she  is 
wrong.  The  entrepreneur's  risk  management  skills — in  selecting  those  individuals  who  receive 
loans,  in  supervising  the  lending  operation,  in  diversifying  the  loan  portfolio — together  with 
uncontrollable  circumstances,  determine  success  or  failure.  The  unhampered  market  is  the  most 
effective  way  to  encourage  such  vital  entrepreneurial  activity. 

The  moral  hazard  problem  arises  when  we  bail  out  investors  when  things  go  wrong,  when  we 
move  toward  a  "profit-side  capitalism/  loss-side  socialism"  strategy.  This  is  what  happened  in 
the  S&L  crisis  and  the  costs  were  massive.  "Moral  hazard"  is  always  a  risk  when  an  activity  is 
insured  -  but  the  private  sector  is  far  better  at  policing  such  induced  risk.  When  it's  your  money 
at  stake,  you're  more  careful.  Political  money  managers  faces  weaker  market  disciplines:  if  they 
fail,  they  only  share  in  the  loss.  Government  risk  subsidies  anaesthetize  our  sensitivity  to  risk. 
As  Treasury  Undersecretary  Gary  Gensler  noted:  "Promoting  market  discipline  means  crafting 
government  policy  so  that  creditors  do  not  rely  on  governmental  intervention  to  safeguard  them 
against  loss." 

Determining  the  seriousness  of  the  risks  that  America  faces  because  of  the  guarantees  granted 
GSEs  is  not  an  easy  task.  However,  we  do  know  that  the  current  system  resembles  that  of  the 
S&Ls  .  The  moral  hazard  risks  associated  with  government  guarantees  have  not  gone  away; 
indeed,  one  might  argue  that  they  have  now  been  concentrated  in  Fannie  Mae  and  Freddie  Mac. 
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These  institutions  hold  a  much  larger  portfoho  of  housing-related  financial  instruments  (and  a 
■  more  concentrated  form  of  assets)  than  did  any  S&L  in  days  past.    A  systemic  downturn  in  the 
housing  market  may  lead  them  into  increasingly  risky  lending  practices  as  it  did  the  S&Ls  in 
years  past. 

Indeed,  the  rapid  growth  of  these  agencies  over  the  last  decade  and  the  rational  (or  perhaps  not- 
so-rational)  exuberance  that  has  caused  their  stock  values  to  appreciate  so  rapidly  is  indicative  of 
a  heady  expectation  that  they  represent  a  low-risk  investment  to  investors  -  if  not  to  society. 
Certainly,  much  has  been  made  of  the  skill  of  Fannie  and  Freddie  in  creating  a  secondary  market 
in  home  mortgages  and,  undoubtedly,  they  merit  some  applause  here. 

However,  while  the  risk  of  a  packaged  portfolio  of  risky  loans  can  be  lower  than  the  risks  of  the 
loans  on  an  individual  basis,  the  risk  of  such  a  portfolio  can  also  be  higher.  How  well  have 
Fannie  and  Freddie  packaged  such  loans?  If  these  were  private  firms,  one  could  be  reasonably 
sure  that  the  purchasers  had  checked  all  this  out  -  they  would  be  the  ones  who  would  lose  if  the 
packaging  was  careless,  after  all.  Given  the  implicit  guarantees  enjoyed  by  Fannie  and  Freddie, 
is  anyone  really  ensuring  that  all  of  these  factors  have  been  taken  into  account?  Markets  are  very 
effective  regulators,  but  Fannie/Freddie  operate  only  partially  in  the  free  market. 

The  fact  is  that,  we  can  never  be  totally  sure  of  the  safety  or  insecurity  of  the  GSE  system.  Still, 
the  S&L  crisis  is  a  very  good  moral  lesson.  Most  S&Ls  were  well  run  by  fiscally  responsible 
individuals.  It  was  only  when  the  system  got  into  trouble  that  older  managers  began  throwing 
"Hail  Mary"  passes,  and  newer  go-go  managers  were  attracted  to  the  scene.  The  situation  moved 
from  tranquility  to  chaos  in  a  very  short  period  of  time;  reasonable  losses  became  catastrophic  in 
only  a  few  years.  The  problem  was  manageable  until  it  became  intractable. 

That's  the  problem  with  Fannie  Mae  and  Freddie  Mac.  It  isn't  raining  yet  -  and  Franklin  Raines 
seems  like  a  pretty  good  manager.  What  will  all  of  this  look  like  if  the  economy  turns  sour,  if 
many  of  these  over-extended  new  homeowners  begin  to  default?  What  will  happen  to  Fannie 
Mae  if  it  becomes  less  attractive  to  investors?  Furthermore,  is  the  move  of  the  GSEs  into  newer 
lending  areas  -  necessary  if  they  are  to  continue  their  rapid  growth  -  really  wise?  Is  it  really  fair 
to  enterprises  who  do  not  enjoy  these  agencies'  special  privileges? 

Now  is  an  ideal  time  to  address  this  problem.  The  major  GSEs  seem  healthy;  stock  values  seem 
upwardly  less  volatile  than  in  years  past  (therefore,  one  might  anticipate  that  current  values 
reflect  less  of  an  expectation  of  super  growth  in  coming  years).  The  economy  at  this  time  is  still 
robust  and  the  managers  of  these  institutions  seem  confident  of  their  competency  and  the 
soundness  of  their  institutions.  Indeed,  they  seem  proud  of  their  ability  to  manage  risk.  Good  - 
then  let's  quickly  eliminate  the  features  that  now  weaken  the  market  disciplines  facing  them  and 
their  customers. 

Too  often.  Congress  does  nothing  when  things  seem  to  be  going  well  -  and  then  finds  itself 
unable  to  take  disciplinary  action  when  the  crisis  occurs.  At  that  late  point  in  the  process,  the 
pain  would  be  too  great  and  the  political  resistance  too  strong.  When  it's  not  raining,  the  roof 
isn't  leaking  -  when  it's  raining,  it's  too  difficult  to  fix  it.  Surely  we  can  do  better,  and  you,  Mr. 
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Chairman  and  this  Committee,  deserve  full  credit  for  your  foresight  in  addressing  this  problem  at 
a  time  when  corrective  action  can  be  taken  at  relatively  low  cost. 

Of  course,  you  will  have  opposition  to  any  effort  to  wean  the  Farmie  Maes  of  the  world  away 
from  their  federal  subsidies.  My  casual  observation  suggests  you  may  face  even  more  opposition 
from  the  newspapers  and  Fannie  Mae's  ad  agencies.  (I've  never  seen  a  private  firm  spending  so 
much  on  such  "public  service"  ads.) 


HAVE  FREDDIE  AND  FANNIE  OUTLIVED  THEIR  USEFULNESS? 

To  ask  this  question  is  to  risk  heresy,  as  the  reader  of  today's  (6/14/00)  Washington  Post  can 
quickly  ascertain.  Absent  these  building  blocks  of  the  Great  Society,  American  home  ownership 
would  be  curtailed,  mortgage  rates  would  soar,  the  terms  of  our  mortgages  would  be  far  less 
favorable,  and,  they  seem  to  say,  we'd  all  be  far  worse  off.  Indeed,  these  ads  suggest  that  the 
secondary  markets  in  mortgages  would  somehow  disappear  without  Freddie  and  Fannie. 

Moreover,  they  argue  that  their  chartered  privileges  aren't  really  relevant  to  the  institutions 
themselves.  They  seem  to  suggest  that  Fannie  and  Freddie  would  exist  pretty  similarly  in  a 
purely  private  setting.    However,  the  costs  of  housing  would  go  up.  They  note  that  even  if  one 
accepts  the  $6.5  billion  per  year  subsidy  level  estimated  way  back  in  1995  (at  a  time  when  these 
institutions  were  much  smaller),  that  at  least  two/thirds  of  that  subsidy  is  passed  along  to 
consumers  in  the  form  of  lower  interest  rates. 

Still,  they  obviously  do  receive  and  enjoy  these  special  privileges  -  why  else  would  they  be 
lobbying  so  aggressively  not  to  have  them  taken  away?    In  part,  I  suppose,  this  must  reflect  the 
salary  levels  of  this  organization  which  are  certainly  more  generous  than  those  typical  in  the 
political  side  of  the  coin.  (Raines'  salary  alone  would  probably  finance  the  top  echelon  of  the 
Treasury.)  There's  nothing  wrong  with  high  salaries,  of  course,  but  one  wonders  whether  these 
would  be  available  absent  the  special  treatment.  (All  this  recalls  the  story  about  the  missionaries 
to  Hawaii  who  came  to  do  good  and  did  very  well  indeed!  There's  a  lot  of  money  in  public 
service  -  at  least  at  Freddie  and  Fannie.) 

In  preparing  for  this  testimony,  I  was  amused  at  the  number  of  stock  analysts  who  called  to  ask 
me  whether  I  thought  that  GSE  reform  was  even  remotely  likely.  They  couched  their  remarks  in 
questioning  tones:  "Well,  why  are  you  opposed  to  GSEs?"  When  I  suggested  the  case  outlined 
above,  they  pressed  me  to  be  more  explicit.  When  I  asked  why  they  cared,  they  explained  that 
they  rate  Fannie  and  Freddie.  So  I  asked  if  they  would  change  the  ratings  if  the  agencies'  special 
privileges  were  removed.  "Sure,"  they  responded  -  and,  of  course,  that's  what's  going  on  here. 
If  a  reasonable  lobbying  effort  can  retain  these  privileges,  then  Fannie  Mae  and  Freddie  Mac  will 
have  lower  costs  of  business  and  be  able  to  quash  their  competitors.  It's  good  for  them  -  but  not 
so  good  for  the  American  taxpayer  or  for  competing  financial  institutions  in  the  free  market. 

After  all,  would  the  ending  of  these  institutions  special  status  really  create  any  serious  problems? 
Perhaps,  but  I  doubt  it.  After  all,  these  institutions  were  created  at  a  period  when  federal  and 
state  financial  service  regulations  blocked  the  geographic  diversification  necessary  for  stabilizing 
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loan  markets,  for  arbitraging  to  smooth  out  the  roughness  that  made  loan  rates  so  variable  around 
'  the  nation.  It  was  not  that  markets  failed  or  that  entrepreneurs  weren't  innovative  --  but  rather 
that  markets  were  crippled,  handicapped  by  excessive  regulation. 

The  innovations  that  the  GSEs  have  so  benefited  from  today  -  the  packaging  of  securities  so  as 
to  reduce  the  overall  risk  of  the  portfolio  and  the  subsequent  securitization  of  that  portfolio  both 
to  diversify  risk  and  to  expand  the  market  for  such  risks  -  were  pioneered,  after  all,  outside  the 
Freddie/Fannie  world  by  Michael  Milken  and  others.  Secondary  markets  would  exist  regardless 
of  what  this  committee  may  elect  to  do. 

Fannie  and  Freddie  were  granted  special  privileges  in  their  charters.  They  are  exempt  from  SEC 
registration  (an  exemption  estimated  to  save  them  hundreds  of  millions  annually)  and  from  state 
and  local  taxes  (another  "savings"  in  the  hundreds  of  millions  -  and  one  that  is  especially 
troubling  here  in  the  District  of  Columbia).  Banking  rules  allow  their  securities  to  be  held  in 
unlimited  amounts  by  banks  and  other  deposit-insured  institutions  (based  on  the  presumption  that 
they  are  somehow  "riskless"  securities).  They  were  also  granted  an  explicit  line  of  credit  from 
the  Treasury.  Most  importantly,  there  is  a  widespread  presumption  that  in  the  event  of  problems, 
the  full  faith  and  credit  of  the  U.S.  government  will  be  called  upon  -  that  Fannie/Freddie  are  Too 
Big  To  Fail! 

As  I  note  below,  HR  3703  calls  all  of  these  exemptions  into  question.  Indeed,  in  today's  world, 
deregulation,  technological  and  institutional  innovation,  and  globalization  have  eliminated 
whatever  original  rationale  may  have  existed  for  the  special  privileges  these  entities  still  retain. 
There  is  already  a  robust  market  for  securitizing  a  range  of  securities  -  entrepreneurial 
investment  bonds,  consumer  loans  (including  auto,  boat  and  home  improvement  loans),  accounts 
receivables.  Indeed,  the  move  by  Fannie  and  Freddie  into  the  second  mortgage/home  equity  loan 
area  threatens  these  now  private-sector  areas.  After  all,  a  "home  equity"  loan  can  be  used  for 
anything  -  Fannie  Mae  may  well  be  financing  Jacuzzis.  How  would  they  know? 

To  date,  there  has  been  too  little  thought  given  to  eliminating  these  anomalous  creations.  Indeed, 
these  institutions  have  taken  advantage  of  their  special  privileges  to  grow  rapidly.  They  now 
control  vastly  more  resources  than  do  individual  thrifts  or  most  banks.  Indeed,  if  current  trends 
continue,  their  indebtedness  will  exceed  that  of  the  U.S.  Treasury  within  the  next  few  years. 
America  has  spent  much  energy  in  working  its  way  out  of  the  massive  federal  debt  that  we 
accumulated  over  the  last  century  -a  public  debt  that  was  explicit  and  highly  visible,  and  thus, 
clearly  accountable  to  the  American  taxpayer.  We  are  now  at  risk  of  building  debt  that  would  be 
largely  invisible  to  the  checks  and  balances  of  our  political  process,  a  debt  that  would  be  hidden 
behind  the  implicit  guarantees  enjoyed  by  Fannie  and  Freddie. 

Mortgage  rates  might  go  up  somewhat  should  these  agencies'  special  privileges  be  taken  away, 
but  that's  happened  for  the  last  several  years  afM  it  hasn't  created  any  noticeable  problem  in 
housing  markets.  Most  of  the  benefits  of  these  programs  go  to  people  who  would  buy  or 
refinance  in  any  event  -  mostly  to  middle  and  upper  income  beneficiaries.  Fannie  and  Freddie 
certainly  are  not  in  the  business  of  alleviating  poverty.  They  pay  some  healthy  fees  to  gain  local 
good  will,  but  that  is  public  relations  (not  economics  or  welfare).  There  would  be  some  very 
good  aspects  of  ending  all  this.  Any  market  gains  by  Fannie  or  Freddie  would' reflect  their 
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superior  abilities  rather  than  their  special  status.  There  would  be  no  crowding  out  of  current 
firms  providing  creative  services  in  the  consumer  credit  and  insurance  fields.  If  these  agencies 
are  out-competed,  so  be  it. 

We  should  realize  that  the  capital  that  is  attracted  to  the  housing  markets  by  Fannie  and  Freddie 
doesn't  come  out  of  thin  air:  it  is  diverted  from  other  possible  end  uses  in  the  market.  These 
uses  include  the  financing  of  small  businesses,  technological  startups,  municipal  and  state 
programs,  and  foreign  investments.  Artificial  shifts  of  capital  into  the  housing  market,  of  course, 
benefit  somewhat  those  now  purchasing  homes,  yet  it  disadvantages  all  of  the  above  groups. 
Whether,  on  net,  these  loses  are  offset  by  the  potential  gains  of  additional  home  ownership  is 
unclear.  Would  America  be  better  with  a  marginally  smaller  home  ownership  ratio  but  a 
somewhat  higher  marginal  rate  of  successful  small  business  start  ups? 


The  Inherent  Unfairness  of  Fannie  and  Freddie 

Other  panel  members  will  address  the  proposition  that  these  agencies  are  anti-poverty  programs 

-  that  they  are  a  means  of  providing  "affordable"  housing  to  low-income  and  minority 
consumers.  Housing  subsidies  raise  the  price  of  housing  -  this  is  a  well-known  phenomena  that 
reduces  the  desired  impact  of  most  subsidies.  As  noted  above,  much  of  the  estimated  subsidy 
(about  one-third  according  to  a  CBO  study)  benefits  the  management  and  the  shareholders  of 
these  private  firms. 

Can  anyone  imagine  Congress  approving  a  S2  billion  plus  appropriation  bill  to  benefit  the 
management  and  shareholders  of  any  other  private  sector  firm?  The  wording  of  the  CBO  study 
was  colorful:  "As  a  means  of  funneling  federal  subsidies  to  home  buyers,  therefore,  the  GSEs  are 
a  spongy  conduit  -  soaking  up  nearly  $1  for  every  $2  delivered."  For  that  matter,  can  one 
imagine  an  honest  debate  about  the  merits  of  authorizing  $4  billion  to  reduce  home  ownership 
costs  for  middle-  and  upper-  income  Americans? 

Moreover,  while  home  ownership  is' a  "good  thing,"  so  also  are  other  values  that  may  well  be 
harmed  by  the  Fannie/Freddie  distortions.  Luring  undercapitalized  individuals  into  debts  beyond 
their  ability  to  repay  does  them  no  favor.  Society  must  tread  a  very  narrow  path  between  pricing 
the  poor  out  of  the  market,  and  exposing  them  to  excessive  financial  risk.  Moreover,  the  major 
problems  with  affordable  housing  are  not  borrowing  costs,  but  rather  regulatory  costs,  which  fall 
outside  the  purview  of  Fannie  and  Freddie.  Determining  the  level  of  debt  that  can  reasonably  be 
handled  by  people  of  varying  incomes  has  been  one  of  America's  greatest  achievements  (made 
possibly  by  the  creative  use  of  credit  information).  Freddie  and  Fannie  seem  to  do  this  very  well 

-  but  they  hold  no  exclusive  rights  to  this  technology. 
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The  features  of  your  bill  are  positive  and  some  may  improve  the  current  situation.  I  comment 
on  them  now: 

•  A  Revised  Board:  This  might  be  usefiil;  but  Fannie  and  Freddie  will  still  be  able  to 
run  circles  around  regulators.  Market  regulation  is  the  only  way  to  discipline 
markets. 

•  More  Frequent  Reviews/  Approval  of  New  Lines  of  Business:  This  may  be  necessary 
given  the  liability  that  allowing  these  groups  to  enter  new  lines  of  business  would 
entail.  However,  bureaucrats  will  not  find  it  easy  to  determine  whether  allowing 
Fannie  and  Freddie  into  new  lines  of  business  will  be  a  good  idea  or  not.  Recall  that 
Franklin  Raines  himself  criticized  the  S&L  regulators  for  allowing  those  institutions 
to  move  outside  the  traditional  mortgage  field  during  their  crisis. 

Yet,  studies  of  how  S&Ls  used  those  expanded  powers  found  that  failure  rates  were 
not  associated  with  the  use  or  non-use  of  these  expanded  line-of-business  freedoms. 
That  is,  an  S&L  that  stayed  within  its  traditional  line  of  business  was  as  likely,  but  not 
more  likely,  to  fail  than  one  that  went  into  non-traditional  fields.  Fixed-rate  long- 
term  securities  are  not  a  risk  free  investment  area,  after  all.  The  concern  here  is  real  - 
why  should  subsidized  firms  be  able  to  compete  with  private  tax-paying  firms?  Still, 
the  solution  is  probably  not  to  second  guess  Fannie  and  Freddie  but  rather  to  privatize 
them. 

•  Similarly,  the  goal  of  assessing  the  riskiness  of  the  various  elements  in  the  capital 
reserves  of  these  entities  is  worthwhile  but  not  easily  undertaken  by  bureaucrats. 
Capital  is  a  fluid  term  and  many  of  the  newer  financial  instruments  may  more 
adequately  protect  the  security  of  a  firm  than  traditional  securities. 

•  Repeal  the  Freddie  and  Fannie  Line  of  Credit:  This  is  an  excellent  idea  but  how  can 
one  make  that  repeal  credible?  The  current  size  of  these  institutions  argues  against 
any  realistic  attempt  to  give  them  a  "haircut."  What  might  be  done?  It  is  a  good  idea 
but  the  question  is  how  to  make  that  repeal  credible.  Politicians  weren't  even  willing 
to  let  a  large  S&L  collapse  during  that  crisis. 

I  suggest  that  we  consider  using  the  skills  of  Jamie  Gorelick  to  address  this  problem. 
In  the  study  contemplated  by  this  Committee,  we  might  well  have  her  design  an 
appropriate  privatization/divestiture  plan.  Fannie  could  readily  be  broken  up  into  two 
or  four  national  diversified  firms,  and  cut  loose  from  federal  subsidies.  Ms. 
Gorelick's  experience  at  DOJ  suggests  that  carving  up  "too  large"  corporations  is  a 
skill  that  she  has  acquired.  Why  not  put  it  to  good  use? 

•  Receivership  status:  It  is  always  a  good  idea  to  plan  for  a  possible  disaster  before  it 
occurs.  Developing  a  procedure  for  handling  the  possible  failure  of  GSEs  is  a  good 
idea. 
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•  Standardizing  the  Regulatory  and  Tax  Treatment  of  Fannie  and  Freddie:  In  general,  I 
find  these  reforms  reasonable;  however,  one  must  question  whether  the  current  SEC 

■    rules  are  rational  and  thus  whether  expanding  their  ambit  is  a  good  thing. 

•  Study  -  a  good  idea  but  I  would  broaden  the  study.  I  would  suggest  several  other 
issues: 

•  Examine  the  incentives  that  might  face  the  Freddie/Fannie  management  if  a 
severe  crisis  occurs.  The  S&L  crisis  triggered  behavior  that  was  very  different 
from  that  characteristic  of  the  industry  in  calmer  times;  moreover  the  leadership 
attracted  to  the  S&L  sector  was  very  different  than  the  cautious  blandness  of 
earlier  days.  Could  this  also  be  true  of  the  GSEs? 

•  Conduct  a  distributional  analysis  of  who  actually  benefits  from  these  programs  - 
how  are  the  interest  savings  distributed  by  income  groups. 

•  A  comparative  analysis  of  other  secondary  markets  -  "junk"  bonds,  accounts 
receivable,  auto  loans  -  how  did  these  markets  arise,  how  well  do  they  perform 
vis  a  vis  the  secondary  home  mortgage  markets. 

•  A  comparative  analysis  of  housing  markets  in  other  nations.  How  do  the 
differential  patterns  in  the  housing  markets  track  the  differential  patterns  in 
consumer  markets  more  generally.  Europe,  for  example,  has  less  friendly  housing 
markets  but  also  less  friendly  consumer  credit  markets.  What  factors  account  for 
these  differences?  How  much  (if  any)  credit  should  go  to  Freddie  and  Fannie  for 
our  more  consumer  friendly  housing  market? 

Let  me  end  with  a  comment  on  the  overall  wisdom  of  the  whole  concept  of  Government 
Sponsored  Enterprises.  Isn't  this  oxymoronic?  At  best,  this  mixing  of  private  and  political 
incentives  creates  marketplace  confusion;  at  worst,  it  leads  to  a  serious  misallocation  of  capital 
and  an  increasing  risk  for  American  taxpayers.  George  Orwell  noted  that  in  the  political  world, 
words  can  be  linked  together  to  suggest  almost  anything.  His  writings  also  suggest  that  the 
results  of  that  process  are  destructive. 

Again,  I  commend  this  Committee  for  raising  the  issue  of  the  appropriateness  of  GSEs  generally 
and  the  Fannie/Freddie  pair  in  particular.  Change  in  this  area  will  come  slowly,  but  the  first  step 
is  opening  up  the  door  and  letting  in  fresh  air.  These  hearings  are  doing  that,  and  from  my 
readings  of  earlier  witnesses,  doing  it  well. 


Testimony  of  Fred  L.  Smith.  Jr..  HR  3703.  June  15,  2000. 
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introduction 


Fannie  Mae  and  Freddie  Mac  are  today  the  largest 
financial  institutions  in  the  United  States.  Many 
economic  studies,  including  one  by  the  Congres- 
sional Budget  Office  (CBO),  have  concluded  that  these 
government-sponsored  enterprises  (GSEs)  receive  an 
implicit  government  subsidy  arising  out  of  the  statutory 
benefits  they  retained  at  the  time  they  were  "privat- 
ized" (Fannie  in  1970,  Freddie  in  the  1980s).  In  1996, 
the  CBO  estimated  the  value  of  that  subsidy  at  $6.5  bil- 
lion for  the  previous  year,  and  the  subsidy  has  grown 
substantially  larger  since  then. 

According  to  the  CBO,  only  a  portion  of  that  sub- 
sidy is  actually  passed  along  to  the  mortgage  markets.^ 
The  balance,  almost  a  third,  is  retained  for  the  share- 
holders and  managements  of  the  two  companies,  ac- 
counting for  more  than  40  percent  of  their  1995  profits 
(which  ranked  them  among  the  most  profitable  publicly 
held  companies  in  the  United  States). 

The  lower  interest  rates  that  Fannie  and  Freddie 
can  command  because  of  their  government  backing  per- 
mit them  to  out-compete  any  private-sector  rival  and 
to  dominate  any  market  they  are  permitted  to  enter. 
Although  their  charters  are  supposed  to  limit  their  ac- 
tivities— preventing  them  from  competing  with  compa- 
nies that  must  raise  their  funds  without  government 
backing — the  vagueness  of  the  charters  and  the  politi- 
cal power  of  Fannie  and  Freddie  have  enabled  them  to 
expand  with  few  constraints.  That  they  can  and  do 
make  soft-money  political  contributions,  hire  legions  of 
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lobbyists,  and  employ  people  with  close  ties  to  Congress 
as  top  management  further  ensures  their  insulation 
from  scrutiny. 

Meanwhile,  their  dominance  of  the  residential 
mortgage  markets  grows  ever  greater.  Reasonable  pro- 
jections based  on  statements  by  Franklin  Raines,  the 
chairman  of  Fannie  Mae,  suggest  that,  by  the  end  of 
2003,  the  two  companies  will  have  assumed  the  risk  as- 
sociated with  almost  half  of  all  the  residential  mort- 
gages in  the  United  States.  That  means  that  the 
taxpayers,  who  ultimately  stand  behind  the  obligations 
of  these  two  companies,  will  have  unwittingly  become 
responsible  for  almost  $3  trillion  of  residential  mort- 
gage risk  that  should  be  on  the  books  of  private-sector 
firms. 

An  important  decision  point  lies  immediately 
ahead.  As  shown  in  this  analysis,  in  four  years,  Fannie 
and  Freddie  will  have  either  acquired  for  their  portfo- 
lios or  guaranteed  more  than  91  percent  of  all  the  con- 
ventional/conforming mortgages  in  the  United  States. 
Those  are  the  high-quality  loans  on  middle-class  homes 
that  have  until  now  been  virtually  the  only  mortgages 
the  GSEs  would  purchase.  As  they  grow  beyond  their 
traditional  market  segment,  Fannie  and  Freddie  will 
have  to  purchase  increasing  amounts  of  lower-quality 
loans  and  hold  more  of  those  loans  in  portfolio,  increas- 
ing their  risks.  If  they  fully  hedge  those  risks,  their  ex- 
traordinary profitability  will  decline. 

The  question  is  whether  Fannie  and  Freddie  will 

(1)  slow  their  g^^owth  to  reduce  the  risks  they  take  on; 

(2)  continue  their  growth  at  the  rate  Franklin  Raines 
predicted,  but  accept  reduced  profitability  by  hedging 
those  risks;  or  (3)  continue  the  growth  in  both  those 
assets  and  risks  in  order  to  achieve  high  profitability. 
The  evidence  is  that  they  are  pursuing  the  third  course. 

To  be  sure,  there  is  nothing  wrong  with  growth, 
risk,  or  profitability.  But  the  growth  of  the  GSEs — 
aided  as  it  is  by  government  support — creates  enor- 
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mous  risks  for  taxpayers  only  a  decade  after  the  savings 
and  loan  bailout,  and  it  threatens  to  drive  a  whole  sec- 
tor of  the  private  financial  community  out  of  the  resi- 
dential mortgage  market.  Those  factors  raise  serious 
policy  issues.  The  purpose  of  this  study  is  to  examine 
the  implications  of  that  growth  for  the  mortgage  mar- 
ket, for  those  who  compete  with  Fannie  and  Freddie, 
and  for  the  nation's  taxpayers. 

Chapter  2  provides  background  on  the  GSEs  and 
the  mortgage  markets.  It  outlines  the  statutory  links 
to  the  federal  government  that  have  led  the  financial 
markets  to  conclude  that  Fannie  and  Freddie  will  not 
be  allowed  to  fail,  describes  the  mortgage  market  in  the 
United  States,  and  summarizes  both  the  functions  and 
growth  of  the  GSEs. 

Chapter  3  contains  detailed  information  on  the 
structure  of  the  residential  mortgage  market  today,  the 
growth  of  Fannie  and  Freddie's  share  of  that  market 
since  1995,  and  (if  the  forecasts  of  Fannie's  chairman 
are  correct)  the  share  they  will  hold — together  and  sep- 
arately—at the  end  of  2003.  It  shows  that  the  GSEs' 
total  risk — including  both  the  mortgages  they  will  own 
and  those  they  have  guaranteed — will  increase  from 
somewhat  more  than  a  third  of  the  market  today  to  al- 
most half  of  a  much  larger  market  four  years  hence. 

The  growth  of  Fannie  and  Freddie  in  relation  to 
the  growth  of  the  conventional/conforming  sector  of  the 
market  is  examined  in  chapter  4.  It  shows  that,  begin- 
ning in  1998,  they  were  already  acquiring  more  net 
mortgage  assets  in  each  year  than  the  total  net  princi- 
pal amount  of  the  conventional/conforming  loans  made 
in  that  year.  The  data  presented  in  chapter  4  also  show 
that,  by  the  end  of  1998,  Fannie  and  Freddie  were  hold- 
ing in  portfolio  or  had  guaranteed  more  than  73  percent 
of  all  conventional/conforming  mortgages,  and  that 
that  figure  could  reach  gdmost  92  percent  by  2003. 

The  implications  of  that  growth  are  addressed  in 
chapter  5,  which  discusses  the  possibility  that — to  make 
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up  for  the  absence  of  sufficient  conventional/conform- 
ing mortgages — Fannie  and  Freddie  will  have  to  drive 
deeper  into  the  subprime  markets,  taking  more  risk  and 
displacing  more  of  the  genuine  private-sector  lenders 
who  have  traditionally  made  these  loans.  The  chapter 
also  discusses  other  financial  services  that  Fannie  and 
Freddie  might  be  preparing  to  offer  if  their  charters  are 
not  more  strictly  interpreted. 

Chapter  6  continues  the  analysis  of  the  implica- 
tions of  GSE  growth,  focusing  on  the  risks  to  taxpayers 
that  will  be  associated  with  the  nationalization  of  al- 
most half  the  residential  mortgage  market  by  2003.  The 
chapter  points  out  that  Fannie  and  Freddie  have  a 
choice — to  hedge  the  greater  risks  they  will  be  taking 
and  reduce  their  profitability,  or  to  maintain  their  level 
of  profit  growth  by  taking  greater  risk.  It  suggests  that 
the  incentives  of  management  and  the  pressures  of  the 
financial  markets  will  push  the  two  GSEs  toward 
greater  risk-taking. 

The  study's  conclusion  notes  that  there  is  an  in- 
herent conflict  between  the  GSEs'  status  as  private, 
profit-making  companies  and  the  government  mission 
they  are  expected  to  perform.  There  is  ample  evidence 
that  their  government  mission  is  no  longer  necessary, 
and  that  they  are  using  the  subsidy  they  receive  primar- 
ily to  enhance  their  profitability  and  to  dominate  their 
market.  Even  if  that  were  not  true,  the  risks  they  are 
creating  for  taxpayers  and  the  threat  they  represent  to 
nonsubsidized  private-sector  competitors  would  argue 
strongly  for  more  strictly  confining  them  to  limited 
areas  of  activity,  eliminating  their  links  to  the  govern- 
ment, or  taking  steps  toward  recapturing  their  subsidy 
through  a  complete  privatization. 
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Background 


The  Federal  National  Mortgage  Association  (pop- 
ularly known  as  Fannie  Mae)  and  the  Federal 
Home  Loan  Mortgage  Corporation  (Freddie 
Mac)  are  two  government-chartered  and  government- 
sponsored  corporations  that  have  been  assigned  the 
statutory  mission  of  improving  liquidity  in  the  middle- 
class  residential  mortgage  markets  by  buying  and  sell- 
ing residential  mortgages. 

Fannie  Mae  and  Freddie  Mac  carry  on  their  func- 
tions in  two  ways — by  purchasing  and  holding  mort- 
gages originated  by  mortgage  lenders,  and  by  placing 
their  guarantee  on  securities  (mortgage-backed  securi- 
ties, or  MBSs)  that  represent  an  interest  in  pools  of 
mortgages  they  have  assembled.  Whether  they  are  hold- 
ing mortgage  loans  or  MBSs  in  their  portfolio  or  are 
guaranteeing  MBSs  that  are  then  sold  to  investors,  they 
are  assuming  the  credit  risk  associated  with  those 
loans. 

Although  initially  established  to  enhance  liquidity 
in  the  mortgage  markets,  it  is  doubtful  that  Fannie  and 
Freddie  are  necessary  for  that  purpose  today.  Many  pri- 
vate organizations  are  now  capable  of  purchasing  mort- 
gages from  originators  and  selling  them — either 
directly  or  through  securitization — into  the  capital 
markets.  However,  Fannie  and  Freddie  now  argue  that 
they  perform  their  public  mission  by  reducing  interest 
rates  on  the  mortgages  they  are  permitted  to  buy,  and 
thus  help  homebuyers  to  obtain  lower-cost  financing. 
That  claim  is  dubious;  economists  believe  that  the 
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lower  rates  attributable  to  the  GSEs'  subsidized  bor- 
rowing are  simply  capitalized  into  the  cost  of  the  homes, 
thus  benefiting  developers  and  homesellers  rather  than 
buyers. 

Fannie  and  Freddie  were  originally  government 
agencies  but  were  "privatized"  when  they  were  permit- 
ted to  sell  shares  to  the  public.  Today,  both  companies 
are  among  the  largest  and  most  profitable  financial  in- 
stitutions in  the  world,  with  their  securities  listed  on 
the  New  York  Stock  Exchange. 

The  unusual  thing  about  their  privatization,  how- 
ever, is  that  Fannie  and  Freddie  continue  to  retain  a 
large  number  of  connections  to  the  government,  as  well 
as  various  privileges  and  immunities  that  no  genuinely 
private  company  can  claim: 

•  The  president  appoints  up  to  five  members  (a  mi- 
nority) of  their  boards  of  directors. 

•  The  secretaiy  of  the  Treasury  is  authorized  to  in- 
vest up  to  $2.25  billion  in  their  securities,  and  to 
approve  their  issuance  of  debt. 

•  They  are  exempt  from  state  and  local  income  taxes 
and  from  the  requirement  to  register  their  securi- 
ties with  the  Securities  and  Exchange  Commis- 
sion. 

•  Their  debt  securities  are  eligible  for  open-market 
transactions  by  the  Federal  Reserve  Board  and  for 
investment  by  insured  banks. 

•  Their  debt  securities  are  eligible  collateral  for  the 
federal  government's  deposits  of  tax  revenues  in 
banks. 

•  Their  securities  require  only  a  20  percent  risk- 
weighting  (versus  100  percent  for  the  securities 
and  debt  of  private  companies)  under  the  Basel 
risk-based  capital  standards  applicable  to  banks. 

Those  extraordinary  advantages  have  convinced 
the  capital  markets  that  the  federal  government  will 
never  allow  Fannie  and  Freddie  to  fail.  Thus,  they  are 
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able  to  sell  their  debt  securities  at  interest  rates  that 
are  consistently  better  than  any  AAA-rated  corporation 
in  the  world  and  just  slightly  above  the  rate  paid  by  the 
Treasury  itself.  Moreover,  that  favored  position  allows 
them  to  operate  with  capital  levels  that  are  much  lower 
than  those  of  other  financial  intermediaries,  since  the 
capital  markets  are  not  concerned  that  those  low  capit£d 
levels  will  ever  mean  losses  to  the  holders  of  their  debt 
or  their  MBSs. 

The  Market  in  Which  the  GSEs  Operate 

The  residential  mortgage  market  is  composed  of  a  num- 
ber of  segments — government-guaranteed  Veterans  Ad- 
ministration (VA)  and  Federal  Housing  Administration 
(FHA)  loans;  multifamily  housing  loans;  middle-class 
mortgages  (known  as  conventional/conforming  mort- 
gages, the  basic  loans  that  Fannie  Mae  and  Freddie  Mac 
purchase  or  guarantee);  subprime  loans  (loans  with 
credit  deficiencies);  home  equity  loans;  and  so-called 
jumbo  loans,  which  exceed  the  size  limit  on  conven- 
tional^conforming  loans. 

According  to  Federal  Reserve  data,  FHA  and  VA 
loans  constitute  about  1 1  percent  of  the  total  market. 
Although  similarly  authoritative  numbers  are  difficult 
to  obtain  for  jumbo  loans,  most  observers  agree  that 
those  mortgages  constitute  another  15  percent  of  the 
market.  Fannie  and  Freddie  cannot  compete  for  most 
FHA  and  VA  loans,  since  those  are  purchased  and  mar- 
keted by  the  Government  National  Mortgage  Associa- 
tion (known  as  Ginnie  Mae),  an  on-budget  government 
agency  that  obtains  its  funds  at  Treasury  rates  and  thus 
can  offer  lower  rates  than  can  Fannie  and  Freddie. ^  Nor 
can  Fannie  and  Freddie  compete  for  jumbo  mortgages, 
which  have  initial  loan  amounts  above  $252,700,  the 
limit  on  the  size  of  the  loans  Fannie  and  Freddie  can 
purchase  in  the  year  2000.^ 

That  leaves  74  percent  of  the  total  residential  mar- 
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ket  in  which  Fannie  and  Freddie  can  invest.  Of  that 
portion,  most  are  conventional/conforming  loans;  the 
balance  are  subprime,  home  equity,  and  multifamily 
housing  loans. 

In  the  past,  the  GSEs  purchased  almost  exclusively 
conventional/conforming  loans,  because  those  are  the 
best  credits  available  in  the  middle-class  market.  But 
increasingly  in  recent  years — as  they  have  foreseen  that 
their  need  for  assets  will  outstrip  the  conventional/con- 
forming market — the  GSEs  have  entered  the  market 
for  subprime,  home  equity,  and  multifamily  housing 
loans.  Those  assets  are  riskier  middle-class  credits, 
since  they  represent  loans  to  borrowers  with  impaired 
credit  (subprime  loans),  subordinated  debt  (home  eq- 
uity loans),  and  rental  housing  (multifamily). 

GSE  Growth 

In  a  statement  to  a  September  1999  financial  confer- 
ence, Franklin  Raines  predicted  that  by  the  end  of  2003 
Fannie  Mae  will  have  28  percent  of  the  U.S.  residential 
mortgage  market,  and  that  its  profitability  will  have 
doubled.  Raines's  forecast  implies  an  11.3  percent  an- 
nual rate  of  growth  in  risk  and  a  15  percent  annual  rate 
of  growth  in  profitability  during  1999  and  over  the  fol- 
lowing four  years.'' 

The  Raines  statement  provides  a  valuable  bench- 
mark for  assessing  both  the  steps  that  Fannie  Mae 
must  take  to  achieve  that  goal  and  the  shape  of  the  resi- 
dential mortgage  market  in  2003,  if  the  goal  has  then 
been  achieved. 

At  the  end  of  1999,  the  residential  mortgage  mar- 
ket— that  is,  all  outstanding  residential  mortgage  loans 
in  the  United  States — had  an  aggregate  book  value  of 
just  over  $5  trillion.  In  1998  and  1999,  that  market 
grew  strongly — by  more  than  8  percent  each  year.  But 
its  long-term  growth  rate  has  been  about  6  percent.  If 
we  make  the  conservative  assumption  that  the  residen- 
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tial  mortgage  market  will  gi'ow  at  that  rate  for  the  next 
four  years,  it  will  have  a  total  value  of  about  $6.4  trillion 
in  the  year  2003. 

Thus,  when  its  chairman  predicts  that  Fannie  Mae 
will  have  28  percent  of  the  residential  mortgage  market 
in  2003,  he  is  saying  that  it  will  in  that  year  have  as- 
sumed the  risk  of  mortgage  loans  with  an  aggregate 
value  of  more  than  $1.8  trillion.  At  that  size,  Fannie 
Mae  may  or  may  not  be  the  largest  financial  institution 
in  the  world — depending  on  the  size  of  future  mergers 
among  the  world's  largest  banks — but  it  will  unques- 
tionably be  the  largest  S&L  the  world  has  ever  seen. 

And  in  second  place  will  be  Freddie  Mac,  which  in 
1999  was  about  two-thirds  the  size  of  Fannie.  If  we  as- 
sume that  that  relative  size  differential  will  continue 
through  2003,  then  Freddie  Mac  will  hold  in  portfolio, 
or  will  have  guaranteed,  mortgages  with  an  aggregate 
value  of  more  than  $1.2  trillion,  a  growth  rate  of  11.4 
percent  between  1998  and  2003. 

Together,  then,  the  GSEs  in  2003  will  be  bearing 
the  risk  associated  with  more  than  $3  trillion  in  resi- 
dential mortgages,  or  almost  48  percent  of  all  home 
mortgages  in  the  United  States.  The  balance  of  the 
market — barely  more  than  half — will  be  left  to  the 
thousands  of  private,  nonsubsidized  lenders  who  have 
traditionally  provided  mortgage  finance  in  the  United 
States. 

Those  extraordinary  facts  have  a  number  of 
equally  startling  corollaries:    . 

•  Since  the  U.S.  government  stands  behind  the  obli- 
gations of  the  GSEs,  the  nation's  taxpayers — 
rather  than  the  shareholders  of  private-sector 
mortgage  lenders — will  ultimately  bear  the  risks 
associated  with  almost  half  of  all  the  residential 
mortgage  debt  outstanding  in  the  United  States. 

•  If  the  total  residential  mortgage  market  is  growing 
at  6  percent  a  year,  and  Fannie  and  Freddie  are 
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growing,  respectively,  at  11.3  percent  and  11.4  per- 
cent a  year,  then  the  GSEs  cannot  achieve  their 
growth  goals  solely  within  their  traditional  seg- 
ment of  the  residential  mortgage  market.  They 
will  have  to  strike  out  into  other  areas. 
The  current  private-sector  sources  of  mortgage  fi- 
nance will  be  forced  to  consolidate  and  will  gradu- 
ally be  squeezed  out  of  the  residential  market;  in 
effect,  half  of  that  sector  of  the  economy  will  have 
been  nationalized. 

Just  as  ominously,  achieving  a  15  percent  annual 
rate  of  profit  growth  will  require  that  Fannie  and 
Freddie  take  on  and  retain  more  financial  risk — in 
a  process  reminiscent  of  the  S&L  industry's  ulti- 
mately fatal  effort  to  achieve  high  levels  of  profit- 
ability only  fifteen  years  ago. 
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Market  Shares 


Table  3-1  shows  the  growth  of  the  residential 
mortgage  markets  since  1995.  The  data  for  the 
size  of  the  FHA/VA  market  (hne  3),  multifamily 
mortgages  (hne  5),  and  the  mortgage  market  as  a  whole 
(line  6),  during  the  years  1995  through  1998,  are  taken 
from  reports  published  by  the  Federal  Reserve  Board. 
Information  on  the  size  of  the  jumbo  market  (hne  1) 
and  the  conventional/conforming  market  (line  2)  was 
derived  from  industry  sources.  Other  one-to-four-fam- 
ily mortgages  (line  4),  a  residual  figure,  consists  primar- 
ily of  subprime  and  home  equity  loans.  For  the  purpose 
of  this  study,  those  loans  and  multifamily  loans  (loans 
for  apartment  buildings)  have  been  combined  into  a  cat- 
egory called  "all  other." 

Assumptions  and  Data 

The  projections  for  1999  through  2003  are  based  on  our 
judgment  that  the  very  strong  residential  real  estate 
market  during  1998  and  1999  will  return  gradually  over 
the  next  four  years  to  its  historical  pattern.  Thus,  al- 
though the  market  grew  by  9.3  percent  in  1998,  we  pro- 
ject that  it  will  have  grown  by  about  8  percent  when  all 
the  data  on  1999  are  in,  by  7  percent  in  2000,  and  by  6 
percent  in  each  of  the  three  years  thereafter. 

Historically,  total  residential  real  estate  mortgage 
debt  has  grown  slightly  faster  than  nominal  gross  do- 
mestic product  (GDP).  In  that  context,  residential 
mortgage  debt's  extraordinary  growth  in  1998  cannot 
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be  expected  to  continue.  If  we  assume  that  the  market 
will  gradually  return  to  its  historic  growth  pattern  in 
relation  to  GDP,  that  would  reinforce  the  projection  of 
a  gradual  return  to  a  6  percent  growth  rate  beginning 
in  2001. 

The  division  of  the  market  into  four  subcatego- 
ries— jumbo,  conventional/conforming,  FHjVVA,  and  all 
other  (subprime,  home  equity,  and  multifamily  loans) — 
is  necessarily  somewhat  arbitrary.  There  are  no  official 
or  government  estimates  of  the  size  of  key  market  seg- 
ments; apart  from  FHA/VA  and  multifamily  mortgages, 
there  are  no  formally  recognized  and  defined  subcatego- 
ries into  which  the  market  has  been  divided  for  pur- 
poses of  official  reporting. 

Although  official  figures  are  lacking,  there  is  a 
wide  variety  of  unofficial  market  breakdowns.^  The 
data  we  have  received  from  market  sources,  however, 
indicate  that  jumbo  loans  account  for  about  15  percent 
of  the  market  and  FHA-VA  loans  for  about  1 1  percent. 
Accordingly,  conventional/conforming  plus  all  other 
loans — the  loans  in  which  Fannie  and  Freddie  can  in- 
vest— account  for  about  74  percent.^ 

Fannie  and  Freddie  Market  Shares 

Table  3-2  contains  data  on  the  respective  market 
shares  of  Fannie  and  Freddie.  The  information  on  their 
shares  between  1995  and  1998  was  derived  by  compar- 
ing the  information  in  their  financial  statements  to 
known  market  totals.  For  the  years  after  1998,  we  as- 
sumed a  growth  rate  in  market  shares  that  would  per- 
mit Fannie  Mae  to  reach  the  28  percent  market  share 
projected  by  Franklin  Raines  for  the  year  2003.  We  then 
assumed  that  Freddie's  growth  rate  would  be  such  as  to 
maintain  its  market  share  in  relation  to  Fannie.  That 
means  that  Fannie,  which  had  grown  at  a  rate  of  11.2 
percent  annually  between  1995  and  1998  (fine  11), 
would  have  to  grow  at  a  slightly  greater  rate,  11.3  per- 
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cent,  from  1999  through  2003,  and  that  Freddie  would 
have  to  increase  its  growth  rate  from  9  percent  to  11.4 
percent  (hne  17). 

Table  3-2  displays  market  share  data  in  two  ways: 

(1)  the  respective  mortgage  portfolios  of  Fannie  and 
Freddie  as  a  percentage  of  the  market  as  a  whole,  and 

(2)  those  mortgage  portfolios  plus  the  principal  amount 
of  the  mortgage-backed  securities  that  Fannie  and 
Freddie  have  guaranteed— again,  as  a  percentage  of  the 
market  as  a  whole.  We  show  those  data  separately  for 
two  reasons. 

First,  while  there  is  no  significant  difference  be- 
tween the  credit  risk  of  guaranteeing  MBSs  and  the  risk 
of  holding  whole  mortgages,  there  is  a  substantial  dif- 
ference in  profitabihty.  Fannie  and  Freddie  earn  consid- 
erably more  from  retaining  mortgages  in  their 
portfolios  than  from  receiving  guarantee  fees  on  MBSs. 
That  is  because  they  assume  an  additional  risk — 
interest-rate  risk— when  they  retain  mortgages.  Ac- 
cordingly, as  Fannie  strives  to  meet  Franklin  Raines's 
forecast  of  15  percent  annual  profitability  growth,  we 
would  expect  to  see  greater  proportional  growth  in  its 
mortgage  portfolio  than  in  its  guarantees  of  MBSs.'' 
That  differential  is  reflected  in  our  projections. 

Indeed,  just  such  a  trend  is  visible  between  1995 
and  1998,  when  Fannie's  mortgage  portfolio  grew  by  18 
percent  (line  8),  while  its  total  risk  (mortgages  plus 
MBSs  it  had  guaranteed)  increased  by  only  11.2  percent 
(line  11).  We  believe  that  trend  will  continue  and  will 
become  more  pronounced  from  1999  to  2003,  with  Fan- 
nie's portfolio  of  mortgages  increasing  by  19.7  percent 
on  an  annualized  basis  during  that  period. 

We  project  a  different  trend  for  Freddie,  which 
(starting  at  a  much  lower  base  than  Fannie)  grew  its 
portfolio  at  the  unsustainable  rate  of  33.4  percent  an- 
nually between  1995  and  1998.  Since  we  are  assuming 
that  for  1999  and  the  next  four  years  Freddie  will  re- 
main about  two-thirds  the  size  of  Fannie,  we  are  pro- 
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jecting  that  Freddie  will  reduce  the  rate  of  growth  of  its 
retained  mortgage  portfoHo  to  22.7  percent  (Une  14) — a 
rate  that  will  still  be  higher  than  Fannie 's  but  will  bring 
Freddie  in  2003  to  a  position  at  which  its  retained  mort- 
gage portfolio  will  be  roughly  70  percent  the  size  of  Fan- 
nie's. 

Second,  making  a  distinction  between  mortgages 
retained  in  portfolio  and  mortgages  guaranteed 
through  MBSs  reveals  that  Fannie  and  Freddie  have 
only  a  limited  range  of  options  available  to  them.  When 
Franklin  Raines  predicted  that  Fannie  Mae  would 
reach  28  percent  of  the  total  residential  mortgage  mar- 
ket in  2003  (line  12),  he  could  have  been  referring  to 
substantial  growth  in  Fannie's  issuance  of  MBSs,  with 
much  lower  growth  in  the  company's  mortgage  portfo- 
lio. However,  when  he  forecast  that  Fannie  would  dou- 
ble its  profitability  during  that  period,  he  could  only 
have  been  talking  about  a  substantial  increase  in  Fan- 
nie's mortgage  portfolio,  since  only  by  enlarging  that 
portfolio  can  a  28  percent  market  share  be  consistent 
with  a  15  percent  year-over-year  rate  of  profit  growth. 

Fannie's  options  are  further  limited  by  the  fact 
that  the  GSEs  are  permitted  to  purchase  or  guarantee 
only  those  mortgages  with  an  initial  principal  amount 
that  (in  2000)  does  not  exceed  $252,700.  As  noted 
above,  that  limitation  essentially  confines  them  to  74 
percent  of  the  total  residential  market,  which  for  ease 
of  reference  we  shall  call  the  middle-class  mortgage 
market.  Accordingly,  table  3-2  also  shows  the  growth 
in  the  GSEs'  risk  (mortgages  and  MBSs)  as  a  proportion 
of  that  market. 

Those  data  indicate  that  by  2003,  Fannie  is  likely 
to  hold  in  its  portfolio  21  percent  of  all  mortgages  in 
that  segment  (line  10),  and  it  will  have  assumed  the  risk 
(through  holding  mortgages  in  its  portfolio  or  guaran- 
teeing MBSs)  of  37  percent  of  that  market  (line  13).  In 
that  same  year,  Fannie  and  Freddie  together  will  hold 
in  their  portfolios  about  36  percent  of  all  middle-class 
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mortgages  outstanding  (line  22),  and  will  bear  the  risk 
(through  ownership  of  the  underlying  mortgages  or 
guarantees  of  MBSs)  of  63  percent  of  that  entire  market 
segment  (line  25). 

The  numbers  are  even  more  dramatic  if  we  con- 
sider only  the  conventional/conforming  portion  of  the 
market.  In  that  case,  by  the  end  of  1998,  Fannie  and 
Freddie  had  purchased  and  retained  or  guaranteed  al- 
most 74  percent  of  all  the  conventional/conforming 
mortgages  outstanding  (line  26).  We  project  that  by 
2003  they  will  have  assumed  the  risk  of  virtually  all 
these  mortgages — 91.5  percent.  It  is  no  wonder,  then, 
that  Fannie  and  Freddie  are  advertising  their  efforts 
to  acquire  loans  in  the  subprime  categories.  They  are 
making  a  virtue  of  necessity,  since  their  growth  require- 
ments leave  them  no  choice. 

Thus,  if  Fannie  remains  on  the  growth  path  fore- 
cast by  Franklin  Raines  and  if  Freddie  keeps  pace,  by 
the  end  of  2003  they  will  hold  in  their  portfolios  more 
than  one-third  of  all  middle-class  residential  mortgages 
in  the  United  States  (line  22),  and  more  than  a  quarter 
(line  21)  of  all  residential  mortgages  of  any  kind.  More- 
over, if  we  include  their  guarantees  of  MBSs,  these  two 
companies  will  be  bearing  the  credit  and  other  risk  that 
is  associated  with  almost  half  of  all  the  mortgages  out- 
standing (line  24),  almost  two-thirds  of  all  middle-class 
mortgages  (line  25),  and  more  than  91  percent  of  all 
conventional/conforming  mortgages  (line  26). 

In  chapter  4  of  this  study,  as  those  percentages 
suggest,  we  show  that  Fannie  and  Freddie  can  meet 
their  growth  objectives  in  the  years  ahead  only  by  pur- 
chasing the  riskier  loans  in  the  subprime,  home  equity, 
and  multifamily  categories.  There  will  simply  not  be  a 
sufficient  amount  of  the  higher  quality,  conventional/ 
conforming  mortgages  to  meet  their  needs.  So  in  addi- 
tion to  assuming  a  greater  degree  of  risk  simply 
through  their  growth  over  the  next  four  years,  the 
GSEs  will  also  be  increasing  their  overall  risk  by  going 
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more  deeply  into  the  lower-quality  sectors  of  the  mar- 
ket that  until  now  have  been  served  satisfactorily  by 
nonsubsidized  lenders.  We  explore  the  nature  and  pos- 
sible consequences  of  the  GSEs'  growing  risk  profiles  in 
chapter  6  of  this  study. 

Also,  as  the  GSEs  move  into  the  lower-quality  mar- 
ket sectors  they  have  previously  shunned,  they  will  re- 
duce the  portfolio  assets,  revenues,  and  profits  of 
thousands  of  mortgage  lenders  now  active  in  that  mar- 
ket. Although  some  might  think  that  mortgage  lenders 
will  have  a  choice  whether  to  sell  the  mortgages  they 
originate  to  Fannie  and  Freddie,  that  is  not  really  the 
case.  Because  the  GSEs  can  offer  lower  government- 
supported  rates  for  the  mortgages  they  are  willing  to 
buy,  no  lender  can  offer  a  competitive  rate  against  an- 
other lender  who  is  willing  to  sell  the  resulting  loan  to 
Fannie  or  Freddie.  Their  lower  rates  also  permit  Fannie 
and  Freddie  to  skim  the  cream  from  the  mortgage  mar- 
kets, leaving  other  lenders  with  riskier  loans  to  weaker 
borrowers.  That  problem  will  become  more  severe  as 
Fannie  and  Freddie  drive  deeper  into  the  subprime 
market. 

In  other  words,  if  Fannie  and  Freddie  are  permit- 
ted to  continue  their  growth,  even  if  they  don't  move 
outside  the  secondary  mortgage  market  itself,  they  will 
gradually  strangle  the  other  participants  in  the  mort- 
gage markets.  Those  markets  will  become  more  concen- 
trated and  less  diverse  than  any  other  financial  market 
in  the  United  States  and,  increasingly,  an  obligation  of 
the  federal  government  rather  than  of  the  private  sec- 
tor. The  impact  on  competition  of  Fannie  and  Freddie's 
growth  is  discussed  in  detail  in  chapter  5  of  this  study. 
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Table  4-1  presents  data  on  the  year-to-year 
growth  in  the  mortgage  assets  of  Fannie  Mae 
and  Freddie  Mac  since  1995.  The  information 
for  the  years  1995  through  1998  is  taken  from  their  fi- 
nancial statements;  the  projections  for  the  years  1999 
through  2003  are  derived  from  the  assumptions  that 
were  used  in  chapter  3  to  project  their  asset  totals  for 
those  years. 

The  data  show  Fannie  and  Freddie's  growth  as  a 
percentage  of  the  growth  of:  (1)  the  entire  residential 
mortgage  market  (line  29);  (2)  the  conventional/con- 
forming portion  of  the  market  (line  32);  and  (3)  the  con- 
ventional/conforming plus  "all  other"  portion  of  the 
market  (line  35). 

By  presenting  the  information  in  that  way,  we  are 
able  to  show  that,  as  Fannie  and  Freddie  grow  in  the 
year  ahead,  they  will  have  to  drive  deeper  and  deeper 
into  the  subprime  loan  categories  in  order  to  find  the 
assets  their  growth  requires.  Clearly,  Fannie  and  Fred- 
die cannot  continue  to  grow  indefinitely  by  purchasing 
and  guaranteeing  conventional/conforming  mortgages. 
If  the  conventional/conforming  loan  market  grows  at 
the  same  rate  as  the  market  as  a  whole  in  each  of  the 
next  four  years,  conventional/conforming  mortgages 
outstanding  will  increase  by  $720  billion.  But  to  main- 
tain their  projected  growth  rates,  Fannie  and  Freddie 
will  have  to  increase  their  mortgage  investments  and 
guarantees  by  $1  trillion.  At  the  end  of  1998,  they  had 
retained  in  their  portfolios  or  guaranteed  74  percent  of 
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those  loans,  and  we  project  that  by  2003  they  will  have 
retained  or  guaranteed  almost  92  percent. 

Thus,  beginning  in  1998,  Fannie  and  Freddie  to- 
gether, to  meet  their  combined  growth  goals,  were  re- 
quired to  add  new  assets  at  a  rate  that  exceeded  the 
growth  in  conventional/conforming  mortgages  that 
year.  Line  30  of  table  4-1  shows  that  in  1998,  the  total 
amount  of  conventional/conforming  mortgage  debt  out- 
standing increased  by  $207  billion.  But  in  that  same 
year,  Fannie  and  Freddie  together  added  $250  billion  in 
new  mortgage  assets  and  guarantees  to  their  balance 
sheets,  so  that  their  increase  in  mortgage  credit  risk 
was  121  percent  of  the  net  increase  in  the  conventional/ 
conforming  market  (line  32).  By  2003,  Fannie  and  Fred- 
die's need  for  new  assets  will  equal  146  percent  of  all 
net  new  conventional/conforming  loans. 

Accordingly,  unless  they  can  break  into  the  jumbo 
market  through  a  change  in  law,  or  out-compete  Ginnie 
Mae  for  a  substantial  share  of  the  FHA-VA  market,  the 
only  recourse  for  Fannie  and  Freddie  is  the  subprime 
market. 

However,  the  subprime  market,  as  its  name  im- 
plies, involves  considerably  greater  credit  risk  than 
does  the  conventional/conforming  market.  By  entering 
that  market,  Fannie  and  Freddie  will  be  taking  on  more 
risk  than  they  have  in  the  past — risk  that  may  be  only 
partially  compensated  by  the  higher  interest  rates  and 
guarantee  fees  those  mortgages  generally  yield.  We 
cover  that  issue  more  fully  in  chapter  6. 
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5 


Threat  to  Private-Sector 
Competitors 


Since  Fannie  and  Freddie  are  growing  faster  than 
the  mortgage  market  itself,  their  growth  comes 
from  taking  market  share,  revenue,  and  profits 
from  genuinely  private-sector  mortgage  lenders.  As 
shown  earlier,  to  maintain  the  rate  of  profit  growth  on 
which  their  stock  price  depends,  Fannie  and  Freddie 
must  encroach  further  and  further  on  the  private  sec- 
tor. Although  they  had  previously  concentrated  on  the 
best  and  most  creditworthy  loans  within  the  conven- 
tional/conforming sector — leaving  to  the  banks,  S&Ls, 
and  other  nonsubsidized  lenders  the  subprime,  home 
equity,  and  multifamily  loans  that  represent  greater  de- 
fault risks — they  are  now  compelled  to  wade  into  that 
market  and  begin  to  take  market  share  from  the  compa- 
nies that  are  already  there. 

The  figures  in  table  3-2  illustrate  quite  well  the 
problem  that  confronts  Fannie  and  Freddie's  private- 
sector  competitors.  As  shown  by  line  22,  the  GSEs' 
share  of  all  residential  mortgages  (conventional/con- 
forming and  "all  other")  will  grow  from  19.5  percent  at 
the  end  of  1998  to  almost  36  percent  at  the  end  of  2003. 
That  increase  of  16.4  percentage  points  would  equal  ap- 
proximately $800  billion,  or  12.4  percent  of  the  aggre- 
gate principal  amount  of  all  mortgages  outstanding  at 
the  end  of  2003.  In  other  words,  in  four  years,  $800  bil- 
lion in  principal  amount  of  mortgages — which  would 
otherwise  be  in  the  portfolios  of  private-sector  lenders 
now  operating  in  those  markets — will  instead  be  in  the 
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portfolios  of  Fannie  and  Freddie.  That  will  substan- 
tially reduce  the  mortgage  supply  for  the  lenders  now 
in  the  market,  and  will  force  many  of  them  to  leave  the 
mortgage  lending  business  entirely. 

In  effect,  the  growth  of  Fannie  and  Freddie  is  lead- 
ing to  a  steady  nationalization  of  the  residential  mort- 
gage markets  in  the  United  States,  without  any 
debate — or  even  apparent  awareness — by  Congress. 

As  shown  by  lines  29,  32,  and  35  of  table  4-1,  Fan- 
nie and  Freddie  must  take  most  of  the  growth  in  mort- 
gages outstanding  if  they  are  to  meet  their  market 
share,  revenue,  and  earnings  growth  objectives.  Since 
they  cannot  meet  their  needs  for  product  solely  out  of 
the  conventional/conforming  mortgages  that  will  come 
to  market  between  1999  and  2003,  they  must  look  else- 
where for  product. 

One  easy  target  would  be  the  jumbo  market,  which 
will  become  available  if  Congress  can  be  induced  to 
eliminate  the  ceiling  on  conventional/conforming  mort- 
gages. Opening  the  door  for  Fannie  and  Freddie  to 
enter  the  jumbo  mortgage  market  would,  by  2003,  give 
them  access  to  almost  $1  trillion  of  mortgages  that  are 
now  off-limits. 

Other  mortgage  markets  beckon  to  Fannie  and 
Freddie,  including  those  to  be  accessed  by  dipping 
deeper  into  the  subprime  loan  pool  and  assuming  the 
higher  credit  risks  associated  with  those  loans;  by  ex- 
panding more  aggressively  into  the  financing  of  multi- 
family  housing  designed  for  renters,  not  homeowners; 
and  by  acquiring  home  equity  loans  in  addition  to  first 
mortgages.  But  those  can  be  merely  stopgaps.  Our  pro- 
jections extend  only  through  2003;  if  the  growlh  of  Fan- 
nie and  Freddie  continues  beyond  that  year  at  the  rate 
Frank  Raines  has  forecast,  they  will  at  some  point  ac- 
quire all  the  available  residential  mortgage  product  in 
the  United  States.  As  the  practical  limits  of  the  residen- 
tial mortgage  market  are  reached,  one  can  easily  envi- 
sion Fannie  and  Freddie  arguing  that  they  should 
extend  their  skills  and  cost  advantages  into  the  com- 
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mercial  mortgage  market.  After  all,  many  office  build- 
ing and  shopping  center  owners  would  welcome  the 
taxpayer  subsidy  Fannie  and  Freddie  can  deliver. 

Fannie  and  Freddie's  other  opportunity  for  growth 
outside  the  residential  mortgage  market  is  to  provide 
financial  services  generally,  especially  consumer  credit 
services.  Home  equity  loans,  for  example,  provide  a 
ready  entry  into  consumer  financial  services.  Once  the 
GSEs  hold  a  home  equity  loan,  they  have  the  opportu- 
nity to  use  it  as  a  revolving  loan  fund  with  which  Fannie 
and  Freddie  would  be  able  to  supply  credit  directly  to 
the  homeowner/borrower.  Although  in  one  sense  that 
might  be  considered  loan  origination,  such  a  determina- 
tion would  have  to  be  made  by  the  Department  of  Hous- 
ing and  Urban  Development  (HUD) — which  in  the  past 
has  shown  little  appetite  for  challenging  Fannie  and 
Freddie's  expansion.  If  in  fact  that  activity  goes  unchal- 
lenged by  HUD,  the  GSEs  could  become  very  large 
sources  of  consumer  credit,  and  through  their  implicit 
government  subsidy  they  would  be  able  to  offer  con- 
sumers better  rates  than  banks  and  other  consumer 
lenders. 

Perhaps  the  greatest  competitive  threat,  however, 
remains  in  the  mortgage  origination  process.  Although 
Fannie  and  Freddie  vigorously  deny  that  they  have  any 
intention  to  originate  mortgages,  pointing  out  that  they 
lack  the  statutory  authority  to  do  so,  what  exactly  con- 
stitutes origination  of  a  mortgage  is  a  matter  of  inter- 
pretation. If  Fannie  and  Freddie  were  to  open  their 
automated  underwriting  facilities  to  direct  borrower  ac- 
cess over  the  Internet,  it  might  be  possible  for  them  to 
provide  the  prospective  homebuyer  with  a  certification 
that  his  or  her  mortgage  would  qualify  for  purchase  by 
Fannie  or  Freddie.  At  that  point,  the  actual  lender 
would  have  little  to  do  except  to  perform  the  ministerial 
acts  necessary  to  fund  the  loan  and  deliver  it  to  one  or 
another  of  the  GSEs.  The  compensation  for  that  role 
would,  of  course,  be  small. 
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In  a  November  1999  speech  to  securities  analysts, 
Leland  Brendsel,  the  chairman  of  Freddie  Mac,  referred 
in  rather  vague  terms  to  major  changes  in  the  offing  for 
the  mortgage  market: 

I  can  safely  predict  that  within  a  few  short  years, 
the  mortgage  industry  will  change  dramatically. 
When  the  dust  settles  in  the  mortgage  market,  we 
will  be  left  with  an  industry  structure  where  inves- 
tor funds  flow  to  consumers  with  little  drag  from 
antiquated,  inefficient  processes.  Consumers  will 
be  able  to  tap  global  capital  markets  at  even  lower 
cost  than  they  can  today. 

And  later  in  the  same  statement  he  was  even  more 
explicit.  Citing  the  potential  of  technology  "to  stream- 
line the  entire  mortgage  process  and  eliminate  ineffi- 
ciency in  the  housing  finance  system,"  he  continued: 

Freddie  Mac  has  brought  tremendous  efficiency  to 
the  mortgage  market,  but  the  industry  still  gener- 
ates significant  costs  from  redundant  operations 
and  expensive  transfer  of  information  through  all 
the  steps  in  the  mortgage  process.  As  technology 
wrings  out  remaining  inefficiencies,  Freddie  Mac's 
role  will  be  enhanced,  as  we  deliver  low-cost  funds 
to  consumers  even  faster  and  more  effectively. 

There  can  be  little  doubt  that  Mr.  Brendsel  was 
describing  a  mortgage  industry  in  which,  through  tech- 
nology, Freddie  Mac  would  be  dealing  directly  with  bor- 
rowers and  perhaps  vnth  consumers  generally. 
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Risks 


It  is  impossible  to  understand  the  risks  that  Fannie 
and  Freddie  create  for  the  government  and  taxpay- 
ers without  understanding  their  similarities  to  the 
S&Ls  that  collapsed  at  the  end  of  the  1980s.  Like  the 
S&Ls, 

•  their  principal  investments  are  home  mortgages, 
long-term  assets  that  can  abruptly  become  short- 
term  assets  when  a  home  is  sold  or  refinanced; 

•  they  can  borrow  at  government-assisted  rates  that 
do  not  substantially  increase  as  they  take  on  more 
risk; 

•  they  are  unable  to  manage  risk  through  asset  di- 
versification because  virtually  all  their  assets  are 
home  mortgages. 

But  Fannie  and  Freddie  are  like  1980s  S&Ls  in  an- 
other  significant  way.  Scholars  reviewing  the  S&I/ col- 
lapse have  shown  that  it  came  about  in  substantial  part 
because  the  industry  was  seeking  high  profits  in  order 
to  recover  the  capital  depleted  by  losses  during  the 
high-interest-rate  period  at  the  beginning  of  the  1980s. 
To  achieve  that  profitability,  through  a  process  ulti- 
mately called  "gambling  for  resurrection,"  the  S&Ls 
reached  for  greater  and  greater  risk.  Although  the  debt 
market  usually  requires  much  higher  interest  rates 
from  companies  that  are  taking  on  increased  risk — if 
those  companies  can  access  the  debt  market  at  all — that 
was  not  true  for  the  S&Ls.  Because  their  deposits  were 
backed  by  the  government,  weak  and  failing  S&Ls  were 
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able  to  raise  the  necessary  funds  to  keep  on  gambling — 
ultimately  causing  immense  losses  to  the  government 
and  the  taxpayers. 

Of  course,  Fannie  and  Freddie  are  not  weak  com- 
panies, and  they  have  no  need  to  take  risks  to  restore 
their  capital.  But  they  have  strong — indeed,  compel- 
ling— reasons  to  continue  increasing  their  profitability. 
That  circumstance  creates  the  same  incentives  to  take 
on  risk  that  the  managements  of  weak  S&Ls  confronted 
fifteen  years  ago. 

The  incentives  are  clear.  Fannie  and  Freddie  are 
public  companies;  their  shares  are  listed  on  the  New 
York  Stock  Exchange  and  are  closely  monitored  by  the 
investment  community.  The  value  that  investors  place 
on  their  stock  at  any  given  moment  is  not  only  a  vote 
on  their  earnings  growth  prospects  and  the  quality  of 
their  management,  but  also  directly  affects  manage- 
ment's compensation.  Like  the  managements  of  most 
large,  publicly  held  companies,  the  managements  of 
Fannie  and  Freddie  are  compensated  in  part  through 
stock  options,  which  in  turn  acquire  increasing  value 
only  if  the  price  of  their  stock  increases. 

That  creates  a  strong  incentive  for  the  manage- 
ments of  the  GSEs,  like  those  of  conventional  private 
firms,  to  increase  their  profits  and  to  impress  investors 
with  their  potential  for  profit  growth.  For  example,  at 
the  Merrill  Lynch  investor  conference  in  September 
1999,  Fannie  Mae  chairman  Franklin  Raines  projected 
that  Fannie  Mae  would  achieve  annual  earnings  growth 
of  15  percent  in  1999  and  over  the  next  four  years.  But 
profit  growth  at  that  rate  is  highly  unusual.  Fannie  al- 
ready boasts  that  it  is  one  of  only  eight  companies  in 
the  S&P  500  that  can  claim  to  have  had  a  double-digit 
rate  of  earnings  growth  for  twelve  straight  years.  Con- 
tinuing that  growth  in  profitability — and  indeed  in- 
creasing it — would  be  extraordinary  for  any  company  in 
today's  low-inflation  environment. 

We  can  only  speculate  why  Mr.  Raines  would  place 
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such  a  burden  on  himself  and  his  management.  Possibly 
it  is  because  he  wants  to  be  seen  as  a  highly  capable 
manager,  or  he  feels  an  obligation  to  match  the  success 
of  his  predecessors.  However,  the  fact  that  his  compen- 
sation and  that  of  the  top  managers  at  Fannie  Mae  are 
tied  to  increases  in  Fannie's  stock  price  also  provides  a 
substantial  incentive  to  impress  the  financial  markets. 

Once  we  look  at  Fannie  and  Freddie  as  gigantic 
S&Ls  that  are  seeking  an  almost  unprecedented  rate  of 
profitability  growth,  we  can  begin  to  see  why  they  cre- 
ate risks  for  the  government  and  the  taxpayers  that 
parallel  the  risks  created  by  the  S&Ls  in  the  1980s.  Be- 
cause of  their  government  backing,  they  are  essentially 
exempt  from  debt  market  discipline — just  like  the  in- 
sured S&Ls  of  the  1980s. 

The  incentives  may  be  different,  but  the  objectives 
are  the  same — to  increase  profitability  by  issuing  debt 
at  a  government-backed  rate,  while  achieving  higher 
profitability  through  taking  on  greater  risk.  In  the 
1980s,  S&Ls  tried  to  do  that  to  replenish  their  capital; 
Fannie  and  Freddie  are  doing  it  to  maintain  the  profit 
growth  that  sustains  a  growing  market  valuation  of 
their  stock. 

To  be  sure.  Congress  has  attempted  to  address  the 
question  of  GSE  risk,  using  the  familiar  device  of  a  reg- 
ulatory agency.  In  1991,  Congress  established  the  Office 
of  Federal  Housing  Enterprise  Oversight  (OFHEO),  a 
regulatory  agency  charged  with  supervising  the  GSEs 
the  way  banking  regulators  supervise  banks  and  S&Ls. 
Given  the  experience  of  the  1980s — not  only  with  the 
S&Ls  but  with  banks  themselves — we  should  be  skepti- 
cal about  the  effectiveness  of  regulators  in  controlling 
the  risks  of  the  companies  they  regulate. 

For  one  thing,  there  is  always  the  question  of 
asymmetric  information — the  regulated  company  knows 
more  than  its  supervisor  about  the  risks  it  is  taking  on. 
For  another,  as  demonstrated  in  the  case  of  the  S&L 
industry,   the   regulated   companies  frequently  have 
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more  power  to  influence  Congress  than  has  the  regula- 
tory agency,  and  they  are  frequently  successful  in  limit- 
ing the  agency's  resources.  It  is  useful  to  recall  that 
Congress  repeatedly  supported  the  S&L  industry's  ef- 
forts to  avoid  regulatory  restriction  on  its  activities.  As 
it  happens,  in  the  case  of  OFHEO,  that  phenomenon 
was  clearly  demonstrated  in  1999,  when  a  Senate  com- 
mittee initially  capped  OFHEO's  appropriation  at  the 
previous  year's  $16  million  level — despite  an  adminis- 
tration request  for  a  20  percent  increase.  Although  an 
increase  to  $19  million  was  ultimately  voted,  the  special 
effort  that  was  required  sent  a  signal  to  OFHEO  about 
how  much  congressional  support  it  will  receive  if  it  seri- 
ously attempts  to  control  Fannie  and  Freddie's  be- 
havior. 

Even  without  those  negative  signals,  there  are 
good  reasons  to  believe  that  OFHEO  will  not  act  to  re- 
duce the  GSEs'  risk-taking.  For  example,  if  Fannie  or 
Freddie's  capital  ratios  slipped  too  low,  OFHEO  could 
direct  the  troubled  GSE  to  reduce  its  assets  as  part  of  a 
plan  to  strengthen  its  capital  position.  Shrinkage,  how- 
ever, implies  that  the  GSE  in  question  would  sharply 
reduce  its  buying  and  guaranteeing  of  mortgages.  It 
might  even  be  required  to  sell  assets.  That  would  im- 
prove its  capital  ratios,  but  the  cutback  and  asset  sales 
could  force  an  increase  in  mortgage  interest  rates  and  a 
sudden,  sharp  reduction  in  housing  construction,  with 
secondary  effects  throughout  the  economy. 

The  possibility  that  there  might  be  severe  macro- 
economic  consequences  as  a  result  of  an  OFHEO  regu- 
latory action  should  raise  both  systemic-risk  concerns 
about  OFHEO's  new  capited  regulations  and  doubts 
about  the  likelihood  that  they  will  ever  be  effectively 
applied.  If  OFHEO's  capital  regulations  are  believed  to 
threaten  severe  macroeconomic  consequences — and 
certainly  Femnie  and  Freddie  will  not  be  shy  about 
pointing  that  out — it  is  easily  foreseeable  that  Congress 
will  act  to  prevent  the  enforcement  of  the  regulations. 
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That  example,  not  at  all  far-fetched,  suggests  how  diffi- 
cult it  will  be  for  OFHEO  to  be  an  effective  source  of 
discipline  over  Fannie  and  Freddie.  And  without 
OFHEO,  there  is  effectively  no  means  of  controlling 
their  risk-taking. 

Nevertheless,  OFHEO  has  proposed  a  regulation 
intended  to  control  the  riskiness  of  Fannie  and  Fred- 
die— including  a  risk-based  capital  requirement  that 
imposes  capital  penalties  when  risks  are  not  adequately 
hedged.  Undoubtedly,  Fannie  and  Freddie  will  cite 
those  regulations  as  a  basis  for  quelling  congressional 
concerns.  The  question,  however,  is  whether  it  is  rea- 
sonable to  believe  that  Fannie  and  Freddie  can  achieve 
the  extraordinary  rates  of  growth  they  are  projecting 
while  keeping  their  risks  within  tolerable  levels.  If  they 
do  so,  they  will  be  unusual  companies  indeed. 

The  GSEs'  sagging  stock  prices  demonstrate  that 
Wall  Street  is  skeptical  on  that  score.  As  shown  on  lines 
52  and  55  of  table  6-1,  both  GSEs  have  experienced  a 
significant  decline,  per  dollar  of  portfolio  investment, 
since  1995.  We  project  that  that  trend  will  continue 
through  2003.  On  January  12,  2000,  Fannie's  common 
stock  closed  20  percent  below  its  twelve-month  high, 
while  Freddie  closed  down  a  more  troubling  28  percent 
for  the  same  period.  That  development  seems  to  be  puz- 
zling to  Fannie  Mae  chairman  Raines,  who  asked  at  the 
Merrill  Lynch  conference,  "So  why  does  the  market 
trade  Fannie  Mae  at  a  discount  to  the  other  companies 
with  similar  growth  rates?" 

There  are  two  possible  reasons. 

First,  some  investors  may  have  recognized  that 
Fannie  and  Freddie  are  simply  running  out  of  room  to 
grow  by  purchasing  the  high-quality  conventional/con- 
forming mortgages  that  have  been  their  traditional 
assets,  and  that  the  cost  of  hedging  the  risks  of  lower- 
quality  product  may  reduce  their  profitability. 

Second,  and  more  ominously,  Fannie  and  Freddie's 
lagging  stock  prices  may  reflect  a  growing  concern  in 
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the  equity  markets  that  the  GSEs  are  not  adequately 
hedging  their  risks,  so  that  their  future  earnings  may 
be  hit  by  losses  on  the  riskier  mortgages  they  are  pur- 
chasing or  guaranteeing  today. 

In  addition  to  their  inherent  lack  of  diversification, 
Fannie  and  Freddie  face  a  number  of  other  risks  as 
guarantors  of  MBSs  and  as  holders  of  large  portfolios  of 
mortgages  and  MBSs.  Those  risks  include  credit  risk, 
interest-rate  risk,  counterparty  risk,  and  spread-com- 
pression risk,  all  of  which  are  discussed  more  fully 
below.  As  we  will  show,  each  of  those  risks  can  be  re- 
duced or  hedged,  but  doing  so  is  costly  and  will  inevita- 
bly reduce  Fannie  and  Freddie's  profitability.  To 
compensate  for  those  costs — while  trying  to  maintain 
and  surpass  their  past  levels  of  profitability — they  must 
take  on  still  more  risk,  always  keeping  one  step  ahead 
of  their  regulator. 

Credit  Risk.  In  common  with  all  housing  lenders,  the 
GSEs  have  enjoyed  a  substantial  decline  in  their  credit 
losses  in  recent  years.  Fannie's  pre-tax  losses,  per  mort- 
gage dollar  owned  or  guaranteed,  dropped  from  5.3 
basis  points  in  1996  to  2.9  basis  points  in  1998  (table 
6-2,  line  59);  Freddie's  pre-tax  credit  losses  dropped 
from  10.5  basis  points  in  1996  to  5.1  basis  points  in 
1998  (line  65). 

But  the  housing  market  is  historically  volatile,  and 
it  regularly  passes  through  boom  and  bust  periods  re- 
lated to  national  economic  conditions,  interest  rates, 
and  other  factors.  Completely  exogenous  factors — an 
example  might  be  a  change  in  the  tax  system  that  alters 
the  deductibility  of  mortgage  interest  in  a  significant 
way — could  have  seriously  adverse  effects,  for  which 
the  participants  have  no  effective  way  to  prepare.  It  is 
important  to  keep  in  mind  that  Fannie  and  Freddie  will 
be  more  exposed  to  the  risks  of  the  housing  market  than 
any  lenders  in  history,  since  their  already  unprece- 
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dented  market  shares  will — as  discussed  earlier  in  this 
study — grow  even  larger  in  the  future. 

Obviously,  credit  risk  is  closely  related  to  condi- 
tions in  the  general  economy.  In  recent  years,  a  sus- 
tained economic  expansion,  soon  to  be  the  longest  in 
U.S.  history,  has  brought  unemployment  to  record  lows 
while  boosting  incomes.  Both  of  those  factors  have  led 
to  a  steady  rise  in  housing  prices.  Rising  prices  in  turn 
have  given  homeowners  more  equity  in  their  homes, 
which  protects  mortgage  lenders  and  guarantors,  nota- 
bly Fannie  and  Freddie.  However,  an  economic  down- 
turn could  depress  housing  prices  while  causing  a  jump 
in  mortgage  delinquencies  as  the  unemployment  rate 
rises.  Mortgage  foreclosures  would  increase,  substan- 
tially raising  Fannie  and  Freddie's  credit  losses. 

As  Fannie  and  Freddie  are  also  diving  deeper  into 
the  pool  of  subprime  mortgages,  they  will  be  in  largely 
uncharted  waters.  Although  Fannie  and  Freddie  claim 
that  technology  has  greatly  increased  their  loan-under- 
writing capabilities,  thereby  lowering  their  risks  in  sub- 
prime  lending,  that  assertion  has  not  been  tested  by  a 
recession.  Further,  because  of  lower  down  payments 
from  more  financially  challenged  borrowers  on  proper- 
ties that  may  not  hold  their  values  well  during  an  eco- 
nomic downturn,  losses  on  subprime  lending  could  be 
much  higher  than  on  higher-quality  loans. 

Unlike  their  deep  knowledge  of  and  databases  on 
conventional/conforming  loans,  the  GSEs'  relative  inex- 
perience with  the  subprime  market  makes  their  judg- 
ments concerning  the  risks  they  are  assuming  much 
less  sure.  Thus,  Fannie  and  Freddie  face  not  only 
higher  likely  losses  in  subprime  loans  per  dollar  lent  or 
guaranteed  but  also  greater  uncertainty  as  to  how  high 
those  losses  will  be. 

To  cover  their  risks  in  those  cases,  Fannie  and 
Freddie  have  in  the  past  relied  in  part  on  private  mort- 
gage insurance,  but  recently  they  have  been  exploring 
various  devices  that  would  enable  them  to  assume  more 
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TABLE  6-2 
Credit-Related  Exi'enses  for  Fannie  Mae  and  Freddie  Mac, 

1995-1998 


History  (Y. 

ear-End) 

1995 

1996 

1997 

1998 

Fannie  Mae: 

58 

Pre-tax  credit-related 

expenses  i$,  in  millions) 

409 

375 

261 

59 

Pre-tax  credit  cost  iB.P.) 

5.3 

4.5 

2.9 

60 

Credit  guaranty  tax  rate  (^c ) 

31.4 

31.1 

24.3 

61 

After-tax  credit  cost  ($,  in 

millions) 

281 

258 

198 

62 

After-tax  credit  cost  (B.P.) 

3.6 

3.1 

2.2 

63 

Credit  income  before 

credit  expense  (B.P.) 

16.9 

17.1 

19.1 

Freddie  Mac: 

64 

Pre-tax  credit-related 

expenses  i$,  in  millions) 

608 

529 

342 

65 

Pre-tax  credit  cost  (B.P.) 

10.5 

8.6 

5.1 

66 

Credit  guaranty  tax  rate  C^^ ) 

28.2 

28.4 

28.2 

67 

After-tax  credit  cost  ($,  in 

millions) 

437 

379 

246 

68 

After-tax  credit  cost  (B.P.) 

7.5 

6.2 

3.7 

69 

Credit  income  before 

credit  expense  (B.P.) 

15.4 

14.4 

13.9 

70 

Difference:  line  63  -  line  69  (B.P.) 

1.5 

2.7 

5.2 

Fannie  Mae  ($,  in  millions) 

22.200 

29,200 

43,200 

83,600 

9c  of  total  portfolio 

8.8 

10.2 

13.6 

20.1 

Freddie  Mac  ($,  in  millions) 

7.665 

10.056 

12,567 

29,817 

9c  of  total  portfolio 

7.1 

7.3 

7.6 

11.7 

B.P.  =  basis  points.  1  B.P.  =  .Ol^c 

Memoranda  data — government/GSE  securities  in  portfolio.  They  presum- 
ably have  no  credit  risk. 

of  the  mortgage  insurer's  risk  and  thus  keep  more  of 
the  profit  for  themselves.  That  is  consistent  with  their 
desire  to  increase  their  profits,  but  obviously  it  will  also 
increase  their  risks  of  loss  in  the  event  of  a  market  turn- 
down. 

Finally,  Fannie  is  seeking  substantial  loan  growth 
in  the  multifamily  housing  market,  specifically  to  meet 
affordable  housing  goals.  Multifamily  mortgages  can  be 
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much  riskier  than  those  for  owner-occupied,  single- 
family  homes,  as  Freddie  learned  to  its  regret  a  few 
years  ago,  because  tenant  income  is  more  vulnerable  to 
economic  downturns  and  rental  property  deterioration 
can  be  more  severe  than  owner-occupied  housing. 

Credit-guarantee  fees,  per  dollar  of  risk  assumed, 
declined  during  1999  for  both  Fannie  and  Freddie,  re- 
flecting lower  credit  costs  as  well  as  increased  competi- 
tion between  them  for  the  business  of  large  mortgage 
originators.  A  decline  in  fees  is  probably  only  the  visible 
portion  of  the  competition  between  the  GSEs  for  that 
business.  It  is  likely  that  they  are  also  placing  their 
guarantees  on  MBSs  that  are  backed  by  somewhat  risk- 
ier pools  of  mortgages,  for  which  they  are  also  attempt- 
ing to  assume  more  of  the  risk  previously  taken  by 
mortgage  insurers.  A  sharp  and  largely  unpredictable 
upswing  in  credit  losses  a  few  years  hence  could  there- 
fore result  in  substantial  losses  in  their  guarantee  busi- 
ness. 

Interest-Rate  Risk.  Fannie  and  Freddie's  potential 
interest-rate  risk  is  growing  rapidly  as  they  grow  their 
mortgage  portfolios.  Those  portfolios  consist  of  both 
whole  mortgages  and  MBSs.  In  just  twenty-one  months, 
from  the  end  of  1997  to  September  30,  1999,  Fannie 
increased  its  mortgage  investments  by  59  percent,  or 
$188  billion;  Freddie's  increase  was  91  percent,  or  $150 
billion. 

Like  the  S&Ls  before  them,  Fannie  and  Freddie 
are  heavily  dependent  on  short-term  funding  to  finance 
the  long-term,  fixed-rate  mortgages  they  own.  That  is 
the  classic  borrow-short-to-lend-long  strategy  that 
S&Ls  pursued,  with  disastrous  consequences,  when  in- 
terest rates  skyrocketed  in  the  early  1980s.  On  Septem- 
ber 30,  1999,  41  percent  of  Fannie's  debt  matured 
within  one  year.  Freddie  was  worse  off  on  that  date, 
with  51  percent  of  its  debt  due  within  one  year.  The  two 
GSEs  have  tried  to  lessen  their  maturity  mismatching 


393 


WALLISON  AND  ELY    ♦ 

through  various  devices,  such  as  callable  debt  and  inter- 
est-rate hedging.  But  such  devices  are  costly,  as  dis- 
cussed below,  and  their  extensive  use  will  reduce  the 
GSEs'  profitability. 

Theoretically,  Fannie  and  Freddie  can  minimize 
their  interest-rate  risk  in  two  ways.  First,  they  can 
"match  fund"  their  mortgage  portfolios.  That  is,  they 
can  sell  debt  that  matches  the  maturity  of  their  mort- 
gage investments.  Maturity  matching  is  complicated, 
though,  by  mortgage  prepayments,  which  are  not  as 
predictable  as  risk  managers  would  like.  Because  the 
ease  and  cost  of  mortgage  refinancing  have  come  down 
in  recent  years,  mortgage  prepayments  accelerate  dra- 
matically whenever  longer-term  interest  rates  decline 
even  moderately. 

Prepayments  create  a  maturity  mismatch  because 
longer-term  funding  now  exceeds  longer-term  assets. 
To  some  extent,  Fannie  and  Freddie  can  neutralize  ma- 
turity mismatching  by  issuing  debt  that  can  be  called, 
or  repaid,  before  maturity.  But  callable  debt  carries  a 
higher  interest  rate  than  noncallable  debt,  so  Fannie 
and  Freddie  pay  a  price  for  that  form  of  interest-rate 
risk  protection. 

The  reverse  form  of  interest-rate  risk  occurs  when 
interest  rates  rise.  In  that  case,  there  is  likely  to  be  a 
sharp  slowdown  in  home  sales  and  mortgage  refinanc- 
ing, so  that  low-rate  mortgages  remain  on  the  GSEs' 
books  longer  than  anticipated  and  have  to  be  supported 
with  higher-rate  liabilities.  That  can  result  in  substan- 
tial losses  or  profit  reduction  and  is  exactly  what  hap- 
pened to  the  S&L  industry  when  interest  rates  spiked 
in  the  late  1970s  and  early  1980s. 

Second,  Fannie  and  Freddie  have  reduced  their  ex- 
posure to  higher  rates  through  the  use  of  various  fi- 
nancial derivatives,  largely  interest-rate  swaps.  That  is, 
for  a  fee,  the  two  GSEs  shift  some  of  their  interest-rate 
risk  to  third  parties.  That  practice  enables  them  to  in- 
crease their  reliance  on  cheaper  short-term  funding. 
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But  derivatives  can  be  costly,  particularly  when  inter- 
est-rate volatility  causes  significant  changes  in  the 
shape  of  the  interest-rate  yield  curve. 

Counterparty  Risk.  Hedging  interest-rate  risk  through 
derivatives  raises  a  separate  risk — counterparty  risk, 
which  is  essentially  a  form  of  credit  risk.  That  is,  will 
the  counterparty  be  able  to  pay  when  called  on  to  do 
so  under  a  swap  agreement  or  other  form  of  derivative 
contract?  Counterparty-risk  assessment  is  not  a  simple 
process,  though,  particularly  when  the  counterparty  is 
another  financial  institution  that  has  entered  into 
many  other  financial  contracts. 

The  increasing  challenge  Fannie  and  Freddie  face 
as  they  gi'ow  larger  is  finding  sufficient  counterparty 
capacity  among  highly  rated  potential  counterparties: 
that  is,  firms  with  AAA  or  AA  credit  ratings.  At  the  end 
of  1998,  32  percent  of  Fannie's  counterparty  risk  was 
with  entities  rated  less  than  AA;  7  percent  of  its  coun- 
terparty risk  was  with  entities  rated  less  than  A.  Fred- 
die is  less  forthcoming  about  its  counterparty  risk, 
merely  stating  that  at  the  end  of  1998,  its  five  largest 
counterparties,  which  accounted  for  60  percent  of  its 
total  counterparty  exposure,  were  rated  at  least  A-I-. 
Consequently,  as  Fannie  and  Freddie's  risk-hedging 
needs  grow,  they  may  have  to  pay  steadily  higher  fees 
for  a  given  amount  of  protection  while  relying  increas- 
ingly on  less  creditworthy  counterparties. 

Spread-Compression  Risk.  In  terms  of  their  desire 
to  maintain  their  profitability,  the  most  serious  risk  the 
two  GSEs  now  confront  is  spread  compression:  that  is, 
a  narrowing  of  their  interest  margins.  Spread  compres- 
sion has  become  quite  evident  at  both  companies,  as  re- 
flected in  the  net  income  they  earn  on  their  portfolio 
investments  per  dollar  of  investment.  In  1996,  Fannie's 
net  income  (excluding  the  cost  of  credit  risk)  per  dollar 
of  portfolio  investment  was  62.8  basis  points  (table  6-1, 


395 


WALLISON  AND  ELY    ♦ 


line  52);  for  the  first  half  of  1999,  that  profit  margin  had 
declined  to  49.3  basis  points.  Freddie  has  experienced  a 
similar  reduction — its  net  income,  per  dollar  of  portfolio 
investment,  declined  from  63.9  basis  points  in  1996 
(table  6-1,  Une  55)  to  46.6  basis  points  during  the  first 
half  of  1999.  During  the  third  quarter  of  1999,  Freddie's 
interest  margin  declined  seven  points  from  the  second 
quarter,  which  suggests  that  its  net  income  per  dollar 
of  portfolio  investment  declined  again. 

Spread  compression  is  occurring  for  two  reasons. 
First,  as  Fannie  and  Freddie  continue  to  grow,  their 
sheer  size  and  the  demands  they  impose  on  the  financial 
markets  will  force  up  their  cost  of  obtaining  credit  and 
interest-rate  protection,  per  dollar  of  protection  ob- 
tained. 

Second,  Fannie  and  Freddie's  purchases  of  mort- 
gages and  MBSs  will  drive  up  mortgage  prices,  thereby 
reducing  mortgage  yields,  as  their  mortgage  portfolio 
growth  reaches  and  then  exceeds  the  growth  in  those 
portions  of  the  mortgage  market  where  they  can  law- 
fully participate.  That  spread  compression  will  nega- 
tively affect  Fannie  and  Freddie's  earnings  growth  and 
return  on  equity  capital.  For  Fannie,  those  data  will  be 
found  in  table  6-1,  Une  43,  and  table  6-3,  line  85;  the 
comparable  data  for  Freddie  are  in  table  6-1,  line  47, 
and  table  6-3,  line  100. 

Lower  mortgage  and  MBS  yields  in  the  face  of  ris- 
ing risk-protection  costs  will  squeeze  Fannie  and  Fred- 
die's net  interest  margins.  Unless  they  can  trim  their 
operating  costs  to  fully  offset  that  squeeze,  which  is  un- 
likely, they  will  experience  even  less  net  income  per  dol- 
lar of  portfolio  investment.  That  decline  will  lower  their 
return  on  equity  capital  and  slow  their  earnings 
growth. 

In  the  face  of  that  inevitable  spread  compression, 
Fannie  and  Freddie's  managements  will  understand- 
ably be  tempted  to  take  greater  risks — specifically, 
greater  credit  risk  and  increased  interest-rate  risk. 
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♦    NATIONALIZING  MORTGAGE  RISK 


That  temptation  is  troubling,  given  their  extremely 
thin  capital  cushions.  Under  existing  regulations,  Fan- 
nie and  Freddie  must  have,  at  a  minimum,  equity  capi- 
tal (common  stock,  permanent  preferred  stock,  paid-in 
capital,  and  retained  earnings)  equal  to  2.5  percent  of 
on-balance-sheet  assets  plus  .45  percent  of  outstanding 
MBS  and  other  off-balance-sheet  obligations.  The  on- 
balance-sheet  capital  ratio  is  one-half  the  leverage  capi- 
tal ratio  required  for  commercial  banks  considered  to 
be  well  capitalized  for  regulatory  purposes.  Worse,  as  is 
clear  from  table  6-3,  lines  73  and  88,  Fannie  and  Fred- 
die operate  much  closer  to  their  minimum  capital  ratio 
requirement  than  is  generally  true  for  well-capitalized 
banks,  which  generally  have  risk-based  capital  of  10 
percent.  Therefore,  increased  risk-taking,  which  might 
not  be  immediately  evident  to  regulators  and  stock 
market  analysts,  could  set  up  either  company — or 
both — for  serious  financial  difficulties. 

Systemic  Risk.  As  Fannie  and  Freddie  continue  to 
grow,  they  will  pose  increased  systemic  risk  to  the  U.S. 
financial  markets.  They  had  $866  billion  of  debt  out- 
standing as  of  September  30,  1999.  By  the  end  of  2003, 
that  amount  will  increase  by  almost  $1  trillion,  rising 
to  $1.8  triUion  (table  6-4,  line  105).  At  that  point,  or 
shortly  thereafter,  the  combined  debt  of  the  two  GSEs 
may  exceed  the  Treasury  debt  held  by  the  general  pub- 
lic— if  budget  surpluses  continue  to  shrink  the  amount 
of  Treasury  debt  outstanding. 

Recently,  Fannie  and  Freddie  have  been  attempt- 
ing to  emphasize  the  similarity  of  their  debt  to  Treasury 
securities,  by  mimicking  Treasury's  frequent,  regular 
issuances  of  new  debt.  Indeed,  at  one  point  Fannie 
Mae's  website  contained  the  statement  that  its  debt 
securities  "will  often  provide  investors  with  a  spread 
pickup  to  the  Treasury  structure."  In  other  words,  in- 
vestors can  receive  substantially  the  same  security  as 
Treasury  debt  with  an  interest-rate  premium.  If  those 
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♦    NATIONALIZING  MORTGAGE  RISK 


marketing  efforts  are  successful,  actual  losses  at  either 
of  the  GSEs — or  a  perception  in  the  markets  of  a  sud- 
den increase  in  their  riskiness — could  result  in  a  serious 
systemic  problem  for  the  economy  as  a  whole. 

Despite  their  efforts  to  present  their  securities  as 
substitutes  for  Treasuiy  securities,  Fannie  and  Freddie 
are  not  the  Treasury.  Their  securities  are  only  implic- 
itly backed  by  the  U.S.  government;  they  do  not  carry 
the  fuU-faith-and-credit  promise  of  the  United  States. 
Indeed,  the  GSEs'  securities  are  by  statute  required  to 
state  that  they  are  not  obligations  of  the  United  States. 
They  are  able  to  obtain  favorable  financing  because  the 
markets  do  not  believe— given  the  GSEs'  many  connec- 
tions with  the  U.S.  government— that  they  will  be  al- 
lowed to  fail. 

But  it  is  important  to  understand  that  that  condi- 
tion still  leaves  some  room  for  doubt.  Ultimately  the 
GSEs'  ability  to  fund  themselves  in  the  financial  mar- 
kets depends  on  their  ability  to  manage  their  risks  as 
well  as  on  conditions  in  the  U.S.  housing  markets.  The 
housing  markets,  in  turn,  are  subject  to  risks — such  as 
changes  in  the  tax  code — that  cannot  be  anticipated.  An 
adverse  change  in  the  GSEs'  financial  condition  could 
lead  to  an  increase  in  the  yield  spread  of  the  GSEs'  debt 
over  Treasury  debt.  That  could  be  a  gradual  rise,  as  the 
market  worries  about  whether  their  implicit  backing 
will  turn  into  a  bailout,  or  it  could  reflect  a  sudden  shift 
in  market  perceptions.  In  the  case  of  Farm  Credit  Sys- 
tem (FCS)  debt  in  1987,  a  gradual  rise  was  followed  by 
a  sudden  tipping  point,  when  the  market  fled  to  quality. 
In  the  case  of  the  Farm  Credit  System,  the  yield  spread 
over  longer-term  Treasuries  went  above  100  basis 
points,  signaling  that  new  FCS  debt  might  become  un- 
marketable.^ 

If  a  similar  phenomenon  should  affect  Fannie  or 
Freddie's  securities,  the  financial  intermediaries  that 
are  currently  holding  that  debt  instead  of  Treasuries 
may  find  that  they  can  sell  only  at  substantial  losses; 
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the  losses  would  then  raise  questions  about  their  own 
financial  stability,  and  a  systemic  crisis  would  arise.  To 
be  sure,  Congress  could  resolve  the  crisis,  but  a  great 
deal  of  damage  would  then  have  been  done  to  the  econ- 
omy as  the  market  fled  to  quality  and  credit  sources 
dried  up.  The  U.S.  financial  markets  experienced  that 
phenomenon  during  the  fall  of  1998,  in  the  aftermath 
of  the  Russian  debt  crisis  and  the  Long-Term  Capital 
Management  debacle. 

Of  course,  the  effect  of  a  Fannie  and  Freddie  crisis 
would  be  even  more  calamitous  for  the  housing  mar- 
kets. If  those  GSEs  were  to  face  substantially  higher 
interest  costs  in  marketing  their  debt,  the  costs  would 
be  transmitted  immediately  to  the  housing  market — 
slowing  home  purchases  and  new  home  construction 
dramatically.  That  in  itself  would  have  a  severely  ad- 
verse effect  on  the  general  health  of  the  U.S.  economy. 

Fannie  and  Freddie  can  contain  their  risks,  but  at 
the  cost  of  reduced  profitability.  There  is  no  indication 
in  their  behavior  thus  far  that  they  are  willing  to  accept 
that  result. 
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Conclusion 


Fannie  Mae  and  Freddie  Mac  are  fast  becoming  a 
problem  that  can  no  longer  be  ignored.  By  2003, 
they  will  have  assumed  the  risk — either  through 
ownership  or  guarantees — of  almost  one-half  of  all  resi- 
dential housing  mortgages  in  the  United  States.  In  effect, 
the  residential  mortgage  market  will  have  been  partially 
nationalized,  with  the  taxpayers  bearing  a  risk  that 
should  be  borne  by  private  stockholders  and  creditors. 

Moreover,  we  project  that  in  2003,  Fannie  and 
Freddie  will  own  or  have  guaranteed  91.5  percent  of  all 
conventional/conforming  mortgages,  justifying  the  con- 
cern of  private  mortgage  lenders  throughout  the  United 
States  that  they  will  gradually  be  squeezed  out  of  their 
traditional  markets,  and  that  Fannie  and  Freddie  are 
planning  to  extend  their  activities  to  some  form  of  di- 
rect relationship  with  the  public. 

It  seems  clear  that  the  problem  here  is  the  peculiar 
structure  of  Fannie  and  Freddie — profit-seeking  com- 
panies that  have  been  granted  special  status  to  pursue 
a  public  mission.  Those  objectives  are  contradictory. 
Whatever  balance  Congress  initially  thought  could  be 
achieved  between  them  has  been  lost. 

What  are  the  benefits  that  Fannie  Mae  and  Fred- 
die Mac  claim  to  provide,  and  are  those  benefits  worth 
the  cost  in  taxpayer  risk  and  competition  for  nonsubsi- 
dized  mortgage  lenders? 

Although  the  GSEs  do  contribute  to  liquidity  in 
the  mortgage  markets,  they  are  no  longer  necessary  for 
that  purpose;  private  firms  now  routinely  acquire  and 
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securitize  portfolios  of  jumbo  mortgages — which  exceed 
the  size  that  Fannie  and  Freddie  may  purchase — and 
those  private  firms  could  certainly  do  the  same  for  con- 
ventional/conforming loans. 

Recognizing  the  validity  of  that  argument,  Fannie 
and  Freddie  now  claim  that  their  purpose  is  to  reduce 
middle-class  mortgage  rates,  and  point  to  the  fact  that 
those  rates  are  about  30  basis  points  lower  than  rates 
in  the  jumbo  market.  However,  many  economists  have 
noted  that  that  saving  for  homebuyers  is  an  illusion: 
the  lower  interest  rate  is  immediately  capitalized  into 
the  cost  of  the  home,  so  that  the  real  benefit  of  the  im- 
plicit subsidy  goes  to  developers  and  homesellers  rather 
than  to  the  homebuyers  whom  Congress  presumably  in- 
tended to  assist. 

Weighed  aggdnst  those  highly  conjectural  benefits 
are  the  real  taxpayer  risks  that  Fannie  and  Freddie  cre- 
ate, and  the  real  danger  that  they  will  eventually  evict 
private  nonsubsidized  lenders  from  the  residential 
mortgage  market. 

Policymakers  have  a  number  of  appropriate  poten- 
tial responses:  true  privatization  of  Fannie  and  Freddie 
through  cutting  their  links  to  the  federal  government; 
tighter  statutory  and  regulatory  restrictions  on  their  ef- 
forts to  expand  their  activities;  limitations  on  their  use 
of  lobbyists,  their  political  contributions,  and  their 
other  efforts  to  manipulate  the  legislative  process;  free 
sale  of  identical  GSE  franchises,  or  the  imposition  of 
special  taxes,  affordable  housing  burdens,  or  other  costs 
that  would  enable  the  government  to  recapture  their 
implicit  subsidy;  forbidding  the  tying  of  management 
compensation  to  their  stock  price;  and  even  returning 
them  to  their  former  status  as  on-budget  federal  agen- 
cies. 

Whatever  the  course  ultimately  adopted,  it  is  im- 
portant to  recognize  that  options  are  foreclosed  and  so- 
lutions become  more  difficult  as  Fannie  Mae  and 
Freddie  Mac  continue  their  de  facto  nationalization  of 
the  residential  mortgage  market. 
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Do  the  benefits  exceed  the  costs?  Are  there  viable  alternatives? 


A  Microeconomic  Anedysis  of 
Fannie  Mae  and  Freddie  Mac 


By  Robert  Van  Order 


HE  MOST  IMPORTANT  PUBLIC  POLICY  ISSUES  RAISED  BY 

government-sponsored  enterprises  (gses)  like  Fannie  Mae 
and  Freddie  Mac  (f  and  f)  revolve  around  their  charters  and 
the  perception  of  government  support  that  goes  w^ith  the 
charters,  giving  them  "embedded  options'  not  available  to  most  other  businesses.  These  options  mostly  take  the  form  of  con- 
jectured guarantees  and  conjectures  about  conjectured  guarantees.  The  options  affect  prices  and  provide  incentives.  They  can 
be  viewed  as  either  subsidies  or  tools.  Of  course  they  are  both.  Public  policy  should  be  about  making  sure  that  the  options 


are  structured  and  regulated  so  that  the  benefits  of  gses 
exceed  their  costs. 

My  focus  is  on  methodology  and  research  questions 
rather  than  specific  answers.  1  shall  propose  some  simple 
models  that  are  consistent  with  history  but  are  mainly 
meant  to  be  illuminating  counterexamples  rather  than 
well-developed  theories  1  want  to  do  two  things:  first, 
analyze  what  standard  welfare  economics  has  to  say  about 
policy  and  CSES.  and,  second,  analyze  what  existing  data 
can  and  cannot  support  about  the  effects  of  gses.  My 
conclusions  are  that  welfare  economics  is  ambiguous  and 
that  data  are  too  shaky  and  empirical  work  is  too  sparse 
to  support  much  of  anything  about  the  effects  of  F  and  F. 

Rob«n  Van  Order  is  chief  economist  for  Freddie  Mac.  This  article 
represents  the  views  ol  the  author  and  not  necessarily  those  ot  Freddie 
Mac.  A  preliminary  version  of  this  article  was  presented  at  an  American 
Enterprise  Institute  confererKe  in  1 999  (See  Rotjert  Van  Order.  "Notes  on 
the  Economics  of  Fannie  Mae  and  Freddie  Mac."  m  Fannie  Mae  and 
Freddie  Mac  Public  Purposes  and  Privaie  Interests,  vol   1 .  edited  by  Peter 
J  Wallison,  American  Enterprise  Institute.  1 999  )  Future  issues  of  Regula- 
tion will  carry  alternative  views  atx>ut  Fannie  Mae  and  Freddie  Mac 


There  is  little  hard  evidence  on  the  magnitude  of  either 
costs  or  benefits. 

Taking  the  economics  of  the  question  seriously  limits 
the  things  that  can  be  believed  simultaneously.  For  instance, 
it  is  difficult  to  believe  both  that  F  and  F  convey  distor- 
tionary  subsidies  to  the  mortgage  markets,  which  makes 
mortgage  rates  too  low,  and  that  they  stifle  competition, 
which  makes  rates  too  high. 

SOME  HISTORY 

THE  STRUCTURE  OF  THE  MORTGAGE  MARKET  HAS  CHANGED 

dramatically  in  the  last  quarter  century,  primarily  because 
of  the  rise  of  the  secondary  markets.  This  rise  has  come 
about  largely  because  of  standardization  of  pools  of  mort- 
gages brought  on  by  three  secondary  market  agencies:  the 
Federal  National  Mortgage  Association  (Fannie  Mae),  the 
Government  National  Mortgage  Association  (Ginnie  Mae), 
and  the  Federal  Home  Loan  Mortgage  Corporation  (Fred- 
die Mac)  Annual  sales  of  mortgages  to  these  three  institu- 
tions have  risen  from  $69  billion  in  1980  to  about  $700 
billion  in  1 999;  they  now  own  or  are  responsible  for  about 
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half  of  the  outstanding  stock  of  single-family  mortgages.  This 
growth  has  been  accompanied  by  a  decline  in  the  market 
share  of  the  traditional  lenders,  thrift  institutions  (e.g.,  sav- 
ings and  loans). 

Fannie  Mae,  the  oldest  of  the  agencies,  was  established 
in  the  1 930s  as  a  government-owned  secondary  market  for 
newly  created  Federal  Housing  Administration  (fha) 
loans.  For  much  of  its  history  it  operated  like  a  national  sav- 
ings and  loan,  gathering  funds  by  issuing  its  own  debt 
and  buying  moi  tgages  that  were  held  in  portfolio.  This  was 
a  particularly  useful  function  during  credit  crunches  when 
deposit  rate  ceilings  limited  the  ability  of  savings  and 
loans  to  raise  money.  Fannie  Mae  was,  in  effect,  the  only 


The  market  share  of  depositories  has  risen  in  the 

1 990s.  Currently  about  60  percent  of  conventional  loan 

originations  do  not  go  to  Fannie  Mae  and  Freddie  Mac. 


deregulated  and  nationwide  savings  and  loan. 

In  1 968  Fannie  Mae  was  moved  off  budget  and  set  up  as 
a  shareholder-owned  gse,  which  in  the  1970s  switched  its 
focus  toward  conventional  (non-government-insured) 
loans.  Ginnie  Mae  was  created  in  1968  to  handle  Fannie 
Mae's  policy-related  tasks  and  to  provide  a  secondary  mar- 
ket for  government-insured  loans.  It  developed  the  first 
mortgage-backed  security  in  1 970.  It  is  on  the  federal  bud- 
get as  a  part  of  the  U.S.  Department  of  Housing  and  Urban 
Development  (hud).  Freddie  Mac  was  created  in  1970  to  be 
a  secondary  market  for  the  savings  and  loans.  Like  Fannie 
Mae  it  Is  a  GSE.  It  initiated  the  first  MBS  program  for  con- 
ventional loans  in  1971. 

Because  Ginnie  Mae  is  on  budget  its  securities  have  a 
full  faith  and  credit  federal  guarantee.  Because  Freddie  Mac 
and  Fannie  Mae  are  private  corporations  neither  has  an 
explicit  guarantee,  but  both  have  a  nebulous,  "conjectured" 
guarantee,  a  perception  by  the  financial  markets  that  the 
government  stands  behind  their  debt,  which  allows  them  to 
borrow  (or  sell  mortgage-backed  securities)  at  interest  rates 
lower  than  they  would  otherwise.  Both  are  regulated  by  hud 
for  their  public-purpose  missions  and  by  the  Office  of  Fed- 
eral Housing  Enterprise  Oversight  (ofheo)  for  safety  and 
soundness.  F  and  F  are  now  quite  similar  and  compete  in 
the  conventional  mortgage  market  as  buyers  of  mortgages  and 
in  the  securities  markets  as  sellers  of  mortgage-backed  secu- 
rities and  issuers  of  debt.  Their  main  constraint  in  the  con- 
ventional market  is  that  they  cannot  buy  loans  above  the 
"conforming  loan  limit,"  which  is  $252,700  for  a  single-fam- 
ily mortgage  in  2000  and  which  is  adjusted  each  year  by  an 
index  of  house  prices.  About  20  percent  of  the  convention- 
al market  (in  dollars)  is  above  the  conforming  loan  limit. 

The  reasons  for  starting  up  the  secondary  market  in 


the  United  States  are  not  the  same  as  the  reasons  for  its 
continuation.  For  instance,  Fannie  Mae  was  created  because 
of  the  Great  Depression,  the  collapse  of  housing  markets, 
and  the  reluctance  of  lenders  to  invest  in  the  new  fha 
loans:  it  was  privatized  in  1 968  to  get  it  off  budget  because 
of  budget  pressures  from  the  Vietnam  War.  Deposit  rate  ceil- 
ings, which  limited  the  ability  of  thrifts  to  raise  money  for 
mortgage  loans,  were  a  major  factor  in  the  rising  importance 
of  Fannie  Mae  in  the  1960s  and  1 970s  and  in  the  creation  of 
Freddie  Mac  in  1970,  but  deposit  rate  ceilings  no  longer 
exist.  Similarly,  the  inability  of  thrifts  to  operate  national- 
ly was  also  important  in  the  rise  of  the  secondary  markets, 
but  national  deposit  markets  and  liberalized  branching 
rules  have  limited  the  importance 

of  this  factor.  None  of  these  are 

important  issues  any  more. 

The  main  reason  now  for  the 
important  role  of  F  and  F  is  that  they 
have  been  a  low-cost  way  of  raising 
money.  That  is  primarily  because  of 
economies  of  raising  money  whole- 
sale in  the  capital  markets,  economies 
in  purchasing  and  servicing  of  large 
numbers  of  mortgages,  and  because 
their  charter  gives  them  benefits  that  are  comparable  to  those 
received  by  thrifts  (more  broadly  depository  institutions) — 
for  example,  from  deposit  insurance.  However,  deposito- 
ries remain  a  major  source  of  funds.  The  markets  in  which 
they  raise  money  have  become  more  efficient,  they  have 
increased  access  to  fee  rather  than  interest  income  from 
loans,  they  have  information  advantages  because  they  orig- 
inate loans  and  can  select  better  loan  customers  than  F  and 
F,  and  they  have  a  genuine  full  faith  and  credit  guarantee 
from  the  government.  Their  market  share  has  risen  in  the 
1990s.  Currently  about  60  percent  of  conventional  loan  orig- 
inations (half  of  conventional  conforming)  do  not  go  to  Fan- 
nie Mae  and  Freddie  Mac. 

MICROFOUNDATIONS 

THE  ANALYSIS  OF  OSES  NEEDS  A  MICROECONOMIC  FOUNDA- 

tion.  My  analysis  is  as  follows. 

The  Industry  The  relevant  industry  for  F  and  F  is  not  the  sec- 
ondary market  but  the  mortgage  market  as  a  whole.  The 
distinction  between  the  primary  and  secondary  markets  is 
largely  irrelevant,  economically.  What  matters  is  that  there 
are  different  ways  of  getting  money  from  capital  markets  as 
a  whole  to  the  mortgage  market.  There  are  two  major  routes 
for  conventional  mortgages:  via  depositories  and  via  F  and 
F.  Both  take  advantage  of  some  sort  of  federal  backing  The 
fully  "private"  market  is  small  and  has  been  small  for  at  least 
the  past  60  years.  The  development  of  the  mortgage  market 
over  the  past  25  years  has  largely  been  characterized  by  one 
type  of  federally  sponsored  institution  (csEs)  taking  some 
of  the  market  share  of  another  (the  depositories). 

The  competitive  structure  might  best  be  characterized 
as  "dueling  charters"  (a  variant  of  a  description  used  by 
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Michael  Lea  (see  "Dueling  Guarantees"  in  Serondary  Morlgage 
Martels)  That  is,  there  are  two  major  charters  in  the  indus- 
try: one  for  depositories  and  one  for  CSES  Both  involve 
embedded  options,  and  both  have  offsetting  restrictions  on 
lines  of  business,  capital  regulation,  and  mission  regulation. 
Both  types  of  charter  promote  different  ways  of  connect- 
ing mortgage  markets  with  the  financial  markets  Histori- 
cally the  competitive  balance  between  the  charters  has 
been  determined  primarily  by  cyclical  movements  in  thrift 
capital  levels  and  by  the  balance  between  the  economies  F 
and  F  have  in  raising  money  (and  their  lower  other  costs) 
with  the  advantages  local  depositories  have  in  selecting 
the  best  loans.  Banks  are  no  more  "private"  than  GSES. 
There  is  competition.  The  F  and 

F  share  of  originations  in  the  con-  

ventional  market  was  high  in  the 
early  1990s  when  the  savings  and 
loans  were  in  trouble,  but  it  has  fall- 
en since.  It  was  more  than  60  per- 
cent in  1993.  but  it  fell  to  less  than  30 
percent  for  a  while  in  1994  and  has 
fluctuated  since,  mostly  around  40 
percent  (about  half  of  conventional 
conforming).  I  do  not  claim  that 
price  equals  marginal  cost;  rather  I  do  not  believe  that  the 
difference  between  price  and  marginal  cost  in  the  mortgage 
market  is  different  from  that  in  most  other  industries.  Eco- 
nomic theory  says  little  more  than  that  in  an  industry  like 
the  mortgage  industry  price  will  be  somewhere  between  the 
monopoly  price  and  marginal  cost,  and  there  has  not  been 
empirical  work  that  can  tell  us  much  about  which  end  of  the 
spectrum  is  closer  to  the  truth. 

Benefits  of  ilie  GSE  Charter  Whether  (and  the  extent  to 
which)  F  and  F  get  a  subsidy  has  been  a  source  of  contro- 
versy. It  is  clear  that  they  borrow  at  lower  rates  than  they 
would  if  they  had  the  same  portfolio  but  a  different  (and 
nondepository)  charter  Recent  "stand  alone"  ratings  by 
Standard  and  Poors  put  both  companies  in  the  (low)  dou- 
ble A  (aa)  range  on  their  own.  but  they  borrow  at  less 
than  triple  A  (aaa)  rates.  This  difference  looks  like  a  sub- 
sidy. It  is  off  budget,  not  all  of  it  can  be  considered  a  net  ben- 
efit, and  it  is  not  just  a  guarantee  fee  in  the  sense  of  mea- 
suring the  expected  costs  to  taxpayers  of  a  bailout  (e.g..  it 
includes  other  charter  benefits,  like  scale  economies,  and 
scarcity  of  the  charter,  which  are  benefits  but  do  not 
increase  probability  of  bankruptcy  and  may  decrease  it). 
Nonetheless,  in  terms  of  economics  it  acts  like  a  subsidy, 
and  it  affects  resource  allocation  like  a  subsidy.  But  words 
can  be  confusing;  so  1  choose  to  call  it  a  "benefit"  and  dis- 
tinguish between  the  gross  benefit,  which  equals  the 
spread  just  discussed,  and  the  net  benefit,  which  is  what 
actually  affects  resource  allocation.  This  distinction  is  dis- 
cussed below. 

The  size  of  the  gross  benefit  should  be  straightforward 
to  measure;  it  is  relatively  easy  to  look  up  interest  rate  spreads 
for  comparable  debt.  Use  of  Bloomberg  data  like  those  used 


in  a  1 996  U.S.  Department  of  the  Treasury  study  (Government 
Sponsorship  of  the  Federal  National  Morlgage  Association  and  the 
federal  Home  Loan  Morlgage  Corporation)  results  in  a  spread 
between  GSE  and  A  A  interest  rates  for  comparable  debt  that 
ranges  from  about  1 5  to  36  basis  points  (bp)  since  1 992  (A 
basis  point  is  equal  to  a  hundredth  of  a  percentage  point.)  For 
A  the  range  has  been  20  to  75  bp.  A  reasonable  range,  then, 
is  something  like  20  to  40  or  50  bp.  currently  on  the  low  side 
of  the  range,  rather  than  the  higher  levels  quoted  in  the 
Treasury  study  and  a  study  by  the  Congressional  Budget 
Office  (CBO)  (Assessing  the  Public  Costs  and  Benefits  of  Fannie  Mae 
and  Freddie  Mac).  The  reason  Treasury's  study  had  higher 
spreads  is  primarily  that  it  looked  at  single  a  rate  spreads 


High  returns  over  the  past  decade  do  not  suggest  a 

lot  of  risk  taking,  but  Fannie  Mae's  experience  in  the 

early  1980's  suggests  that  large  bets  are  possible. 


(rather  than  aa  minus)  and  spreads  have  fallen  since  then. 

Offsetting  some  of  the  benefits  of  the  GSE  charter  are 
costs  of  constraints  from  the  charter,  which  should  be  net- 
ted out.  On  the  other  hand  there  are  other  advantages  such 
as  exemptions  from  state  and  local  (but  not  federal  or 
property)  income  taxes  and  Securities  and  Exchange  Com- 
mission registration.  These  are  probably  worth  on  the 
order  of  a  few  basis  points  but  are  dominated  by  varia- 
tions in  borrowing  spreads. 

Similar  calculations  can,  in  principle,  be  made  for 
depositories  by  comparing  the  cost  of  their  (uninsured) 
debt  with  the  cost  of  deposits.  The  calculations  are  difficult 
because  the  debt  of  most  depositories  is  unrated,  but  it  is 
doubtful  that  much  of  the  industry  is  close  to  A  or  A  A.  Few 
banks  have  ratings  of  A  A  or  better  (none  are  a  A  A  now) ;  most 
are  in  the  A  to  bbb  range.  Most  thrift  institutions  that  are 
rated  are  ebb  or  worse,  and  the  unrated  part  of  the  indus- 
try is  probably  worse  than  these  ratings.  Deposit  insur- 
ance premiums  should  be  netted  out,  when  they  are  paid 
(most  depositories  currently  do  not  pay  premiums).  For 
instance,  if  the  deposit  insurance  premium  is  20  bp  and  the 
GSE  benefit  is  30  bp,  then  the  benefit  to  depositories  is 
greater  than  the  benefit  to  csEs  if  depositories  would  have 
to  pay  50  bp  or  more  than  current  deposit  rates  absent 
deposit  insurance.  Bloomberg  data  suggest  that,  as  a  crude 
benchmark,  spreads  between  CSE  debt  and  bbb  tend  to  be 
between  40  and  100  bp  (from  1992  through  1998).  At  the 
end  of  1998  it  was  high  at  a  bit  over  100.  Spreads  from 
Treasuries  have  run  between  50  and  160. 

These  calculations,  like  those  in  the  CBO.  Treasury, 
and  other  studies,  focus  on  debt  costs  Equity  does  not 
receive  many  direct  benefits  from  either  charter  (e.g..  csES 
do  not  pay  state  income  taxes)  The  main  benefit  is  that 
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equity  investors  benefit  indirectly  from  lower  debt  costs. 
Both  depositories  and  gses  are  mainly  debt  financed,  so 
equity  costs  are  a  small  part  of  the  overall  costs  of  funds. 
Nonetheless,  debt-to-equity  ratios  for  the  two  charters 
are  not  the  same,  and  the  interactions  of  different  ratios 
with  the  tax  treatment  of  equity  and  debt  (debt  is  tax- 
favored  relative  to  equity)  may  also  have  implications  for 
cost  differences  across  charters. 

Incentives  GSES  and  depositories  can  be  expected  to  take 
account  of  their  charter  benefits  when  they  make  deci- 
sions. A  value-maximizing  firm  with  a  completely  uncon- 
strained guarantee  will  tend  to  take  on  as  much  risk  as  it 
can  in  order  to  exploit  the  guarantee.  But  guarantees  are 
never  unconstrained.  If  it  is  possible  for  the  institution  to 
be  shut  down  or  for  management  and  shareholders  to  lose 
control  of  the  company,  it  will  have  incentives  to  control 
risk  so  as  to  maintain  access  to  future  benefits.  Thus, 
although  a  guarantee  might  produce  incentives  to  take 
excessive  risk,  GSES  also  have  a  franchise  that  induces  them 
to  be  conservative. 

Of  course  both  F  and  F  take  on  some  risk.  Their  franchise 
is  worthless  if  all  they  do  is  hold  the  equivalent  of  match- 
funded  Treasuries.  The  major  risk  of  risk-taking  comes 
from  the  extent  to  which  GSEs  have  the  option  to  take  on 
more  risk  (gamble  for  resurrection)  if  they  do  get  into  trou- 
ble, the  franchise  depreciates  in  value,  and  the  regulators  do 
not  catch  on  fast  enough.  Theory  suggests  that  F  and  F  will 
balance  franchise  and  guarantee  considerations,  but  it  pro- 
vides little  insight  into  how  much  risk  they  will  take.  The 
consistently  high  returns  for  both  institutions  over  the  past 
decade  do  not  suggest  a  lot  of  risk-taking,  but  Fannie  Mae's 
experience  witfi  losses  from  interest  rate  risk  in  the  early 
1980s  suggests  that  large  bets  are  possible. 

Why  Have  GSEs?  GSES  are  a  compromise  between  govern- 
ment agencies,  like  Ginnie  Mae.  and  fully  private  busi- 
nesses. The  justification  for  such  hybrids  must  be  that  there 
is  some  policy  goal  that  can  be  accomplished  better  with  pri- 
vate sector  incentives  (e.g.,  profit  maximization  and  cost 
minimization).  The  main  policy  problem  is  balancing  these 
efficiencies  with  incentives  to  exploit  embedded  options.  The 
major  rationales  for  gses  are  as  follows: 

Demonstration  Effects  Information  has  a  public  good 
component,  investors  in  projects  that  provide  information 
will  bear  the  burden  of  failure  but  will  be  imitated  by 
competitors  if  successful.  Because  of  their  size,  F  and  Fcan 
capture  much  of  the  benefit  of  their  investments  in  a  way 
that  smaller  depositories  cannot,  and  there  is  an  external 
benefit  to  other  firms  from  finding  out  what  works — for 
example,  the  structure  of  mortgage-backed  securities, 
mortgage  derivatives,  and  new  (e.g.,  low  income)  mar- 
kets. It  might  be  argued  that  this  effect  will  fade  over  time; 
although  recent  developments  in  automated  underwriting 
by  F  and  F,  which  are  being  imitated  in  the  rest  of  the 
industry,  suggest  this  is  not  entirely  true. 


Homeownership  Externalities  It  has  been  argued  that 
homeownership  provides  external  benefits  in  the  form  of 
better  citizens.  There  are  other  tools  (like  the  tax  code)  that 
promote  homeownership.  Nonetheless.  F  and  F  could  be 
beneficial,  particularly  if  benefits  are  targeted  to  particular, 
underserved,  groups  for  whom  the  homeownership  exter- 
nality is  greatest  and  who  might  be  hard  to  target  with 
other  (e.  g.,  tax  benefits)  policies. 

Keeping  Markets  Open  Financial  markets  sometimes 
collapse — sometimes  in  big  ways,  as  in  the  1930s  in  the 
United  States  and  in  1 998  in  Asia,  and  sometimes  in  small- 
er ways,  as  in  1998  in  the  United  States.  These  collapses  pro- 
vide false  price  signals  by  changing  spreads  among  various 
borrowing  rates  and  allocating  capital  less  efficiently,  gses 
have  a  stake  in  market  stability  and  can  improve  markets  by 
being  a  lender  of  last  resort.  The  ability  to  borrow  large 
amounts  quickly  makes  this  easier,  and  the  information 
that  comes  from  being  an  important  actor  in  the  market  can 
make  stabilization  profitable  even  in  the  short  run. 

A  More  Efficient  Way  of  Supporting  Mortgage  Markets 
than  Depositories.  If  subsidies  conveyed  by  deposit  insur- 
ance are  expensive,  F  and  F  may  be  a  cheaper  alternative, 
or  easier  to  regulate,  or  both  (as  opposed  to  more  than 
10,000  depositories). 

All  of  these  rationales  are  controversial,  and  all  are 
quite  difficult  to  quantify.  Although  there  are  numerous 
anecdotes,  there  has  been  no  hard  empirical  evidence  that 
sheds  much  light,  for  better  or  worse,  on  the  magnitude  of 
these  effects 

MODELING  FANNIE  AND  FREDDIE 

AND  THEIR  MARKET 

GSES  CAN  BE  THOUGHT  OF  AS  HAVING  EXTENDED  BALANCE 

sheets  with  two  implicit  assets:  G.  the  conjectured  guar- 
antee, which  gives  them  lower  borrowing  rates;  and  F, 
the  franchise.  Otherwise  they  have  a  collection  of  assets, 
liabilities,  and  shareholder  equity  that  is  constrained  by 
their  charter.  In  the  simplest  case  G  is  the  present  value  of 
lower  borrowing  costs  for  the  current  book  of  business, 
and  F  is  the  present  value  of  lower  borrowing  costs  for 
future  books  of  business  But  more  broadly.  F  is  the  abil- 
ity to  get  all  future  benefits  of  the  charter  as  well  as  the 
usual  franchise  elements  accruing  to  all  firms  that  act  as 
ongoing  businesses. 

Modeling  F  and  Fs  decisionmaking  comes  from  mod- 
eling their  optimization  subject  to  regulatory  structure  and 
closure  rules  This  will  give  implications  for  their  risk  expo- 
sure (from  the  trade-off  between  G  and  F)  and  their  supply 
of  funds.  The  value  of  G  -f  F  will  show  up  in  the  stock  price 
and  contribute  to  market  value  exceeding  book.  However, 
it  is  difficult  to  go  backward  to  infer  the  value  of  G  •►  F  from 
the  excess  of  market  over  book  and  even  more  difficult  to 
-separate  G  from  F  One  can  derive  a  supply  curve  for  depos- 
itories in  a  similar  way. 
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Welfare  Effects  Welfare  effects  of  cses  inevitably  involve  sec- 
ond-best considerations  because  the  rationale  for  csEs 
requires  market  imperfections  in  the  first  place.  The  criti- 
cism by  economists  of  guarantees  has  generally  been  that 
they  distort  prices  and  resource  allocation  by  diverting 
funds  toward  resources  affected  by  the  holder  of  the  guar- 
antee (in  this  case  housing)  and  away  from  other  types  of 
uses  (in  this  case  other  investment).  Proponents  argue, 
however,  that  cses  produce  external  benefits,  such  as  sta- 
bilizing the  market  and  promoting  homeownership. 

Dueling  Charter  Models  of  Mortgage  Markets  I  shall  begin 
with  a  specific  second-best  model  that  trades  on  the  relative 
charter  benefits  for  F  and  F  versus  depositories  (taken  from 
the  fourth  rationale  above).  I  shall  then  discuss  a  model  in 
which  there  are  externalities. 

Model  I  The  flrst  model  focuses  on  comparison  with 
depositories.  There  are  no  externalities,  the  private  demand 
for  mortgage  funds  fully  reflects  social  benefits  of  mortgages 
and  the  housing  they  finance,  and  general  equilibrium 
effects  are  ignored.  It  is  assumed  that  supply  curves  are  flat 
and  reflect  normal  profits.  1  begin  with  a  fully  private  sup- 
ply curve,  which  in  this  case  1  assume  reflects  marginal 
social  as  well  as  private  costs.  Total  social  benefits  and 
costs  are  given  by  the  areas  under  the  demand  and  supply 
curves,  respectively.  Equilibrium  is  at  point  B  in  Model  1 . 
It  is  a  social  optimum  because  marginal  social  costs  equal 
marginal  social  benefits. 

Now  introduce  depositories,  which  are  assumed  (e.g., 
because  of  regulatory  costs)  to  have  social  costs  greater 
than  those  of  the  fully  private  market,  but  they  are 
assumed  to  have  a  borrowing  cost  advantage  from  their 
charter  equal  to  EC.  so  that  the  actual  supply  curve  in  the 

Model  1 
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market  is  one  with  the  points  C  and  G  on  it,  whereas  the 
unsubsidized  supply  curve,  which  depicts  social  costs  of 
depositories,  has  the  points  A  and  E  on  it.  In  this  model  the 
depositories  dominate  the  fully  private  market  because  of 
their  lower  costs.  The  excess  of  total  social  costs  above  total 
social  benefits,  or  deadweight  loss,  from  the  depositories 
is  the  area  inside  the  triangle  AEC. 

Now  introduce  gses  with  the  same  social  costs  as  the 
private,  nondepository,  suppliers  but  with  a  charter  bene- 
fit such  that  they  have  lower  private  costs  than  either  depos- 
itories or  the  private  suppliers  Assume  that  they  are  com- 
petitive, so  that  they  have  a  supply  curve  like  depositories 
(including  normal  profits),  but  it  is  the  lowest  of  the  curves, 
with  the  point  D  on  it  In  this  model  the  market  is  seg- 
mented There  is  no  "private"  market,  and  the  convention- 
al market  is  divided  between  the  conforming  market  (mort- 
gages of  less  than  $252,700  in  2000),  which  goes  to  csES,  and 
the  nonconforming  market  (mortgages  of  more  than 
$252,700  in  2000).  which  goes  to  the  depositories. 

The  deadweight  loss  in  the  conforming  market  is  now 
the  area  inside  the  triangle  BED.  This  can  be  either  bigger 
or  smaller  than  the  deadweight  loss  from  the  entirely 
depository  based  system,  depending  on  the  size  of  the 
gross  benefit  (the  Treasury-CBO  type  of  estimate)  to  gses 
relative  to  the  gross  benefit  (net  of  deposit  insurance  pre- 
miums) to  depositories  (in  the  example  above,  whether 
or  not  depositories  could  attract  deposits  at  50  bp  or  less 
absent  insurance).  Intuitively,  in  this  model  gses  have 
lower  production  costs  than  depositories,  which  tends  to 
be  welfare  increasing,  but  they  lower  already  distorted 
mortgage  rates,  which  is  welfare  reducing. 

The  gross  benefit  to  gses  can  be  broken  up  into  two 
parts:  EG,  which  is  what  is  necessary  to  get  them  into  the 
industry,  by  being  competitive  with  depositories:  and  GD, 
which  is  the  net  benefit  and  equals  the  extent  to 
which  they  lower  mortgage  rates,  and  in  this 
model  that  equals  the  difference  between  the 
conforming  and  nonconforming  rates. 


Depository  Supply 
GSE  Supply 


Area  inside  ACE = deadweight  loss  from  depositories 

Area  inside  BDF = deadweight  loss  horn  CS£s 

B= social  optimum 
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Model  2  Model  I  is  very  much  a  second- 
best  model,  with  no  particular  reason  for  inter- 
vening in  mortgage  markets  in  the  first  place. 
Suppose  that  at  least  one  of  the  first  three  ratio- 
nales above  is  valid  for  gses,  and  it  (or  they) 
can  be  represented  by  gses  having  a  lower 
social  cost  than  their  private  cost  (similar  social 
benefits  could  hold  for  depositories,  but  1 
assume  gses  still  have  lower  costs).  This  is 
depicted  in  Model  2,  which  is  the  same  as  Model 
1 ,  but  with  the  lower  social  costs  of  gses  given 
by  the  line  with  KHI  and  J  on  it.  In  this  model 
the  GSE  market  supply  curve  is  given  by  the 
same  one  as  before  (with  D  on  It).  The  social 
optimum,  where  marginal  social  benefits  equal 
marginal  social  costs,  is  at  H 

As  the  curves  are  drawm  in  the  figure,  neither 
the  fully  private  market  solution  (which  pro- 
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duces  too  small  a  market),  the  depository-based  market 
solution  (which  has  too  big  a  market),  nor  the  GSE-based 
market  (which  also  produces  too  big  a  market)  is  first  best. 
The  deadweight  loss  from  the  purely  private  market  is  the 
area  inside  the  triangle  KBH.  and  the  deadweight  loss  from 
GSEs  is  HJD,  which  is  less  than  the  deadweight  loss  was  in 
Model  1  Getting  to  the  social  optimum  requires  cutting  the 
benefit  to  depositories  to  less  than  El  and  setting  the  GSE 
benefit  at  FJ.  This  maybe  difficult  to  accomplish  in  prac- 
tice, and  the  calculations  involved  in  estimating  areas  inside 
triangles  difficult  to  pull  off.  For  instance,  if  it  is  not  pos- 
sible to  cut  benefits  to  depositories,  the  solution  will  have 
to  be  second  best 

IMPLICATIONS  OF  THE  MODELS 
Measuring  the  Size  of  the  Benefit  In  Model  1  the  gross  ben- 
efit to  F  and  F.  the  difference  between  its  cost  of  funds  and 
the  purely  private  market's  cost  discussed  above,  is  the  dis- 
tance FD.  However,  the  distance  FG  is  not  a  benefit  to  them 
because  it  is  what  is  necessary  for  them  to  compete  with  the 
depositories.  The  net  benefit  is  only  GD.  The  benefit  to 
depositories  (gross  and  net  are  the  same  in  this  example)  is 
the  distance  EC,  which  may  or  may  not  be  bigger  than  the 
net  benefit  to  gses.  The  guarantee  component  of  the  ben- 
efit is  less  than  the  gross  benefit,  but  by  how  much  cannot 
be  inferred  from  the  picture. 

Beneficiaries  In  its  1 996  study.  CBO  estimated  the  extent  to 
which  gses'  benefit  is  passed  through  to  borrowers.  One 
measure  comes  from  dividing  the  extent  to  which  F  and  F 
lower  mortgage  rates,  measured  by  the  difference  between 
conforming  and  nonconforming  rates,  by  the  extent  to 
which  their  cost  of  funds  is  lowered  by  their  charter,  which 
they  measure  by  the  gross  benefit  defined  above;  another 
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measure  is  the  amount  not  passed  through  divided  by 
income.  The  study  estimated  that  the  decline  in  rates  (their 
estimate  was  around  35  bp)  was  only  about  two  thirds  of 
their  measure  of  the  gross  benefit  to  gses  (about  50  bp)  and 
that  the  retained  part  constituted  about  40  percent  of  F 
and  F's  income.  There  are  two  problems  with  the  estimates. 

The  gross  benefit  is  probably  overestimated.  As  dis- 
cussed above,  the  best  guess  for  the  difference  between 
GSE  actual  borrowing  rates  and  those  for  low  a  A  is  more  like 
20  to  40  (or  50)  bp  with  CBO's  50  bp  at  the  high  end  of  the 
range.  Of  course,  these  numbers  are  not  very  precise;  it  is 
possible  that  a  statistical  test  would  be  unable  to  reject  the 
hypotheses  that  the  gross  benefit  equals  the  conforming- 
nonconforming  spread. 

The  calculation  should  use  the  net  benefit,  which  is  the 
maximum  amount  that  can  be  passed  through.  The  differ- 
ence, again,  is  that  some  of  the  gross  benefit,  FG  in  the  fig- 
ures, simply  cancels  out  the  benefit  to  depositories,  leaving 
the  net  benefit  at  GD.  Thus,  even  in  principle  ihe  CBO  num- 
ber does  not  measure  how  much  of  what  could  be  passed 
through  actually  is  passed  through.  By  construction 
(because  1  assumed  the  supply  curves  allowed  for  only  nor- 
mal profits),  in  both  Models  1  and  2  all  the  net  benefit  is 
passed  through,  but  both  models  are  also  consistent  with 
CBo's  calculation  that  40  percent  is  kept. 

To  the  extent  the  benefit  is  kept  by  gses  in  the  form 
of  excess  profits,  it  is  unlikely  that  much  has  gone  to  cur- 
rent shareholders,  because  in  an  efficient  market  it  will 
have  been  capitalized  into  stock  price.  Current  share- 
holders paid  for  it  when  they  bought  the  stock  and  can- 
not be  expected  to  earn  more  than  normal  returns.  The 
benefits  of  the  GSE  charter  have  already  been  auctioned 
off.  The  distributional  effects  of  F  and  F  are  neither  very 
interesting  nor  very  easy  to  sort  out. 


Effects  of  tfie  Benefit  In  Model  1  the  welfare 
effect  of  the  benefit  is  ambiguous  because  while 
on  the  one  hand  it  extends  the  subsidy  to  home- 
ownership  and  housing,  which  has  a  negative 
effect,  the  real  resources  used  in  producing 
mortgages  are  less  than  with  depositories, 
which  provides  an  offset.  In  Model  2.  where 
there  are  externalities,  the  effects  of  F  and  F  are 
more  likely  to  be  positive. 

Note  that  the  benefit  used  here  pertains  only 
to  the  benefits  that  affect  incentives  at  the  margin. 
It  does  not  refer  to  overall  charter  benefits,  which 
might  act  like  lump  sum  transfers  or  taxes  (e.g.. 
regulatory  costs),  and  which  would  certainly 
affect  stock  price.  Only  incentives  at  the  margin 
affect  resource  allocation.  It  is  possible  for  the 
institutions  with  lowest  charter  value  to  be  the 
ones  with  the  most  distortionary  incentives; 
indeed,  this  is  likely  if  the  franchise  is  worth  so 
little  that  it  induces  gambling  for  resurrection 

General  equilibrium  (e.g..  spillover)  effects 
could  affect  the  results  (see  'Are  Fannie  and  Fred- 
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die  Optimal  Mechanisms?'  by  Charles  Calomiris).  One 
possibility  is  that  F  and  F  crowd  out  depositories  who  then 
move  their  subsidy  into  other  markets  (e.g..  business  loans). 
If  that  were  the  case,  then  even  if  F  and  F  helped  lower 
social  costs  in  mortgage  markets,  it  would  be  at  the  expense 
of  increasing  costs  in  other  markets.  That  might  have  been 
true  when  there  were  deposit  rate  ceilings  and  depositories 
did  not  have  access  to  the  off-balance-sheet  activities  they 
have  now.  In  that  case  they  had  a  more  or  less  fixed  supply 
of  funds  that  was  bound  to  be  allocated  somewhere.  More 
generally,  however,  the  size  of  the  effect  depends  on  the 
elasticity  of  the  supply  of  funds  faced  by  the  industry  as  a 
whole.  For  instance,  a  good  approximation  now  is  that 
depositories  face  a  flat  supply  of  funds,  explicitly  through 
deposits,  and  implicitly  through  off-balance-sheet  activity, 
in  which  case  they  exploit  each  line  of  business  up  to  the 
point  where  marginal  benefits  equal  marginal  costs  inde- 
pendently of  the  other  lines.  In  that  case  being  forced  out 
of  one  line  of  business  has  no  effect  on  other  lines. 

Another  general  equilibrium  effect  is  that  subsidies 
are  likely  to  be  financed  by  distortionary  taxes,  which 
affect  other  resources  (e.g..  the  trade-off  between  work 
and  leisure).  If  the  effect  of  F  and  F  is  to  lower  the  con- 
tingent liability  faced  by  the  government  from  deposit 
insurance,  then  there  is  a  net  benefit  from  a  decrease  in 
distortionary  taxation.  General  equilibrium  effects  are 
more  likely  to  come  about  because  of  effects  on  interest 
rates  in  general. 

Regulatory  Choices  The  welfare  aspects  of  F  and  F  are  indeed 
complicated  and  need  to  be  considered  in  the  context  of  their 
market  and  the  distortions  within  their  market.  The  above 
analysis  suggests  genuine  ambiguity  about  what  should  be 
done.  For  instance,  if  you  cannot  change  the  status  of  depos- 
itories, is  it  better  or  worse  to  cut  the  benefits  to  GSES  (or  in 
the  limit,  privatize  them),  and  are  excess  profits  bad  if  they 
diminish  risk-taking?  So  far  there  has  been  no  significant 
empirical  work  that  can  serve  as  a  guide  for  public  policy. 
In  lieu  of  si..:h  work  1  am  led  to  the  following  line  of  argu- 
ment: 

Congress  created  GSEs  because  whatever  goal  Congress  had 
in  mind  can  be  accomp/ished  better  by  a  profit-oriented 
institution  than  by  a  government  agency.  To  induce  CSEs  to 
do  what  they  want  Congress  restricts  (heir  charters  but  also 
gives  them  benefits  that  lead  to  embedded  options  and  pro- 
vide incentives  that  affect  prices  and  resource  allocation 

The  benefits  of  a  gse  are  supposed  to  come  from  the  effi- 
ciency that  comes  from  maximizing  profits  by  responding 
to  market  signals  rather  than  by  risk-taking  to  exploit 
options.  Some  conflict  is  inevitable,  particularly  if  a  CSE  gets 
into  trouble.  Hence,  on  pure  efficiency  grounds  safety  and 
soundness  regulation  is  needed.  The  case  that  embedded 
options  are  currently  large  in  value  is  difficult  to  make.  You 
cannot  simultaneously  believe  that  F  and  F  are  earning 
large  monopoly  profits  year  after  year  and  that  they  are 
exposing  taxpayers  to  large  risks,  although  you  can  simul- 


taneously believe  that  they  might  expose  taxpayers  to  risks 
in  the  future. 

The  case  for  regulation  to  promote  competition  is  weak- 
er. In  the  first  place,  if  the  relevant  industry  is  the  mortgage 
industry  as  a  whole,  the  conjectured  level  of  competition 
becomes  larger  than  if  the  market  is  assumed  to  be  a  duop- 
oly in  the  secondary  market.  Second,  if  F  and  F  distort 
resource  allocation  by  allocating  too  much  capital  to  hous- 
ing, then  more  competition  further  distorts  resource  allo- 
cation. Furthermore,  monopoly  power  provides  incentives 
to  take  less  risk  in  order  to  keep  the  franchise.  You  can 
worry  about  competitiveness  if  you  believe  Model  2,  but  then 
you  have  to  acknowledge  GSE  benefits.  If  you  want  more 
competition  you  probably  believe  that  benefits  received  by 
GSES  have  been  socially  beneficial. 

1  have  focused  on  efficiency.  For  reasons  discussed 
above  1  see  no  real  equity  issue.  You  cannot  believe  trath  that 
the  stock  market  is  efficient  and  that  current  shareholders 
make  excess  profits  systematically. 

In  summary.  1  think  the  main  focus  of  regulation  should 
be  on  safety  and  soundness,  with  an  eye  on  keeping  embed- 
ded options  under  control  and  equal  in  (net)  value  across 
charters.  These  options  are  not  trivial,  and  depositories 
and  GSES  have  in  the  past  gotten  into  trouble  from  them.  But 
for  the  most  part  the  risks  in  mortgage  markets  (mainly 
interest  rate  risk  and  credit  risk)  are  quantifiable  and  con- 
trollable. 1  think  that  was  the  main  intention  of  the  1 992  reg- 
ulatory legislation  that  established  ofheo  and  defined  mis- 
sion goals  for  F  and  F.  and  it  is  consistent  with  recent 
approaches  to  bank  regulation,  which  focus  on  capital  ade- 
quacy and  controlling  risk,  rather  than  micromanaging. 
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June  19,  2000 
Review  &  Outlook 

Fannie  Mae*s  Problems 

Dear  Abby, 

My  brother,  Freddie  Mac,  and  I  are  financial  institutions.  We  are  in  the  mortgage  biz.  For  decades  we 
helped  make  the  market  for  middle-class  home  mortgages  more  liquid.  Everything  was  totally  cool  and 
everybody  loved  us. 

And  what's  not  to  love?  We  are  madly  profitable  -  in  recent  years,  our  return  on  equity  has  averaged  24%, 
which  makes  us  a  lot  fatter  than  other  financial  institutions.  We  are  also  huge  ~  right  now,  we  own  or 
guarantee  almost  80%  of  all  middle-class  home  mortgages.  And  we  are  going  to  get  bigger.  In  just  three 
years,  if  I  grow  at  the  rate  predicted  by  my  CEO,  Franklin  Raines,  I  could  be  one  of  the  largest  financial 
institutions  in  the  world.  Plus,  if  my  brother  and  I  keep  to  his  growth  predictions,  by  2003,  according  to  an 
estimate  by  Peter  Wallison  and  Bert  Ely  for  the  American  Enterprise  Institute,  we  will  have  taken  on 
mortgage  loans  worth  more  than  $3  trillion  —  that's  90%  of  all  middle-class  mortages  and  48%  of  all  home 
mortages  in  the  U.S.  Not  bad,  huh? 

To  be  honest,  we  are  sitting  pretty.  Even  though  we  are  a  publicly  traded  company,  we  have  a  special 
relationship  with  the  federal  government.  (No,  it's  not  what  you're  thinking  —  it's  better!) 

Unlike  other  private  financial  institutions,  we  don't  have  to  pay  state  or  local  taxes  and  we  don't  have  to 
register  our  securities  with  the  SEC  (both  of  which  saved  us  about  $1  billion  last  year);  we  have  lower 
capital  requirements;  and  we  even  have  a  line  of  credit  with  the  Treasury  Department  that  other  private 
financial  institutions  don't  have. 

But  that's  not  all.  This  special  relationship  leads  people  to  assume  that  ultimately  our  debt  is  backed  by  the 
full  faith  and  credit  of  the  U.S.  So  our  borrowing  costs  are  really  low  —  almost  as  low  as  the  Treasury.  The 
Congressional  Budget  Office  estimates  that  this  subsidy  was  worth  $6.5  billion  in  1995.  It's  probably  much 
more  now.  Plus,  Abby,  we  don't  even  have  to  pass  this  subsidy  on  to  our  customers.  In  fact,  the  CBO 
estimated  that  we  keep  $  1  for  every  $2  of  it  for  ourselves.  How  else  could  I  afford  to  compensate  my  CEO 
almost  $18  million  in  cash,  options  and  performance  shares  last  year?  (Amazed?  Check  my  proxy 
statement.)  That  subsidy,  Abby,  accounts  for  40%  of  our  profits.  Cool,  huh? 

But  here's  my  problem.  We  want  to  grow  faster  than  our  market  is  growing.  Actually,  we  must  grow  faster 
if  we  are  to  keep  our  stock  from  tanking.  In  just  a  few  years,  we  will  own  or  have  guaranteed  almost  all  the 
high-quality  loans  on  middle-class  homes.  I  don't  want  to  sound  piggy,  but  we  are  going  to  have  to  elbow 
our  way  into  other  markets,  like  subprime  lending. 

I  don't  think  that's  such  a  big  deal,  but  ~  yikes!  —  you  shoyld  hear  the  fuss  this  has  kicked  up.  Other 
financial  institutions  say  this  isn't  fair;  they  are  scared  that  they  can't  compete  with  us  because  of  our 
special  relationship  with  my  uncle.  Sure,  the  playing  field  isn't  level,  but  is  that  my  fault?  Those  guys  are 
going  to  be  toast  and  they  know  it. 
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Then  there  are  the  economists  and  policy  wonks.  They  are  scared  of  the  risk  we  are  taking  in  moving  into 
other  markets;  they  are  afraid  that  we  won't  properly  hedge  our  risks.  And  to  be  perfectly  honest,  why 
should  we?  It  would  raise  our  costs  and  reduce  our  profitability.  Duh. 

Of  course  it's  true  that  the  greater  the  risk,  the  greater  the  chance  we'll  go  belly-up  --  you  remember  the 
thrift  crisis  of  the  1980s  --  but  what  could  be  more  American  than  a  taxpayer  bailout?  So  what  if  it  could 
cost  more  than  $3  trillion  and  make  the  thrift  bailout  look  like  peanuts?  Actually,  Abby,  we  are  living  the 
American  dream  here  ~  public  risk  and  private  profits. 

Some  economists  are  saying  that  we  aren't  necessary  anymore  because  private  lenders  have  made  the 
mortgage  market  plenty  liquid  and  efficient.  Some  even  point  out  that  we  don't  really  benefit  mortgage 
borrowers  because  lower  mortgage  costs  are  just  capitalized  into  higher  home  prices.  I  tell  you,  Abby,  it 
was  almost  the  last  straw  when  Alan  Greenspan  started  blabbing  it  around  that  our  subsidies  are  ultimately 
either  financed  by  taxpayers  or  borne  by  everybody  in  the  form  of  reduced  wealth. 

Anyway,  there's  a  whole  list  of  dudes  who  are  mad  as  spit  with  us  --  even  people  like  Martin  Luther  King 
III  and  my  boss  at  HUD,  Andrew  Cuomo,  are  complaining  that  we  aren't  doing  as  much  as  private  lenders 
to  help  minority  homebuyers. 

We  are  fighting  back.  We  advertise,  we  contribute  to  political  campaigns,  we  donate  money  to  politically 
correct  charities.  And  we  are  lobbying  like  crazy.  Like  when  Congressman  Richard  H.  Baker  (R.,  La.) 
introduced  a  bill  this  year  to  sever  our  line  of  credit  at  Treasury.  Well,  we  hired  a  phone  bank  company  to 
call  thousands  of  people  to  get  them  to  agree  to  our  sending  out  letters  on  their  behalf  to  their 
Congresspeople.  (Unfortunately,  it  turned  out  that  many  of  the  people  whose  names  we  used  had  no  idea 
what  we  were  up  to.  This  really  irritated  some  of  the  Congresspeople  who  got  our  letters.) 


So,  you  see,  Abby,  we  could  really  use  some  advice  here. 

Fannie  Mae 
Washington,  D.C. 

Dear  Fannie  Mae, 

Shame  on  you!  Such  a  lot  of  whining.  Why  not  just  give  up  your  "special  relationship"  with  the 
government  and  privatize,  privatize,  privatize?  It's  not  ladylike  to  outstay  your  welcome. 
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Reverend  Graylan  Scott  Hagler,  Senior  Minister 

Plymouth  Congregational  United  Church  Of  Christ 

5301  North  Capitol  Street,  NE 

Washington,  D.C.  20011 

202-723-5330 

Statement  To  The  Capital  Markets  Subcommittee 
Of  The  Committee  On  Banking  And  Financial  Services 

June  21, 2000 

Today,  I  want  to  focus  a  little  on  Fannie  Mae.  There  is  a  frightening 
dimension  to  Fannie  Mae,  and  I  say  this  after  witnessing  Fannie  Mae's  heavy 
handed  techniques  in  shaping  public  opinion,  and  even  causing  advocacy  groups 
to  acquiesce  to  the  power  and  influences  of  this  publicly  traded  govermnent 
sponsored  enterprise. 

For  the  last  two  or  so  years,  I  have  watched  and  participated  as  Faimie  Mae 
and  Freddie  Mac  hosted  numerous  gatherings,  which  means,  financially 
imderwriting  those  conferences  and  many  conferees,  under' the  auspices  of  groups 
like  the  Civil  Rights  Leadership  Conference,  the  National  Community 
Reinvestment  Coalition,  and  the  Neighborhood  Reinvestment  Corporation.  I 
watched  as  Fannie  Mae  and  Freddie  Mac  peddled  their  desire  to  engage  in  sub- 
prime  lending,  taking  the  position  that  some  people  will  never  qualify  for  prime 
lending,  but  still  needed  to  be  serviced,  and  that  they  were  the  ones  who  were  able 
to  attend  to  this  under-served  market.  At  face  value  one  will  not  necessarily  see 
the  problem  with  an  arrangement  of  this  kind.  After  all,  conferences  should  be  an 
environment  where  ideas  are  allowed  to  flow,  disagreements  surface,  and 
strategies  for  addressing  problems  gel.  Unfortunately,  I  have  found  that  these 
conferences  are  usually  not  the  place  for  this  type  of  interaction  and  development. 
Instead,  the  purpose  of  the  gathering  is  clear,  particularly  when  they  are 
underwritten  by  Freddie  or  Fannie,  and  that  is  to  buy  submissive  loyalty  with 
silent  approval  to  the  actions  of  the  GSEs. 

An  example  of  this  occurred  nearly  three  years  ago.  While  participating  in  a 
conference  on  conmiunity  lending  sponsored  by  a  non-profit  organization,  and 
partially  underwritten  by  Fannie  Mae,  I,  along  with  some  colleagues  challenged 
Mr.  Johnson,  then  CEO  of  Fannie  Mae,  about  his  stance  on  the  issue  of  "zero 
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down"  lending.  Approximately  a  week  after  challenging  Mr.  Johnson  I  received  a 
note  from  the  Executive  Director  of  that  non-profit  corporation  saying,  "Fannie 
Mae  has  canceled  an  $80,000  grant  with  us.  Are  you  happy?"  The  note  was  in 
direct  reference  to  the  questioning  that  the  CEO  of  Fannie  Mae  was  exposed  to 
during  this  session  in  the  conference. 

Another  glaring  example  of  Fannie  Mae's  ability  to  shape  public  opinion 
took  place  during  the  recent  serious  financial  crisis  that  we  faced  in  the  District  of 
Columbia.  I  was  engaged  in  educating  the  public  with  other  clergy  around  the 
issue  of  Fannie  Mae's  exemption  fi-om  taxes  while  enjoying  a  prominent  and 
profitable  presence  in  D.C..  We  educated  the  public  and  pressed  Fannie  Mae  in 
hopes  of  recouping  some  share  of  revenue  that  is  protected  fi-om  taxation.  It 
seemed  to  be  only  fair  since  District  roads,  water,  police  and  fire  services  helped 
to  facilitate  this  profit  making  shareholder  owned  government  sponsored 
enterprise.  However,  gradually  one  minister  after  another  dropped  out  of  the  work 
of  the  coalition  with  each  quietly  citing  that  they  had  received  money  from  Fannie 
Mae  for  one  project  or  another,  and  therefore  their  speaking,  acting  or  organizing 
would  no  longer  be  prudent.  Though  this  advocacy  didn't  bring  any  new  monies 
into  the  District,  evidently  for  the  price  of  silence  and  inactivity  some  groups 
received  funds  that  may  not  have  otherwise  been  made  available. 

These  two  examples,  I  believe,  are  important  ones,  because  corporations 
like  Freddie  and  Fannie,  which  enjoy  special  benefits  and  subsidies  by  being 
GSEs,  should  not  be  engaged  with  the  public  in  ways  that  quiet  protest,  mute 
questions,  or  dispirit  spirited  debate.  However  the  very  size  and  money  of  these 
GSEs  has  leaned  toward  this  tendency.  And  when  so  much  is  spend  on  public 
relations,  "Showing  America  The  Way  Home",  there  is  a  natural  resolve  to  silence 
anything  that  threatens  to  tarnish  the  hype. 

It  is  clear  to  me  that  these  GSEs  need  more  scrutiny  and  accountability. 
Being  a  type  of  hybrid,  both  a  shareholder  owned  corporation  and  yet  enjoying 
generous  government  subsidy,  these  GSEs  sometimes  get  caught  up  in  their  own 
spin.  On  the  one  hand,  they  seek  and  claim  to  do  good,  making  monies  available 
for  home  ownership  and  attempting  to  come  up  with  strategies  to  help  larger 
segments  of  the  American  population  achieve  that  dream.  Yet  at  the  same  time, 
these  GSEs  are  responsible  to  shareholders  in  maximizing  return  on  investment.  I 
believe  this  is  one  of  the  motives  that  have  led  Freddie  and  Fannie  to  enter  the 
sub-prime  market.  Of  course,  Fannie  and  Freddie  publicly  claim  that  by  entering 
those  markets  they  will  have  the  ability  to  regulate  it  through  the  flow  of  their 
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dollars  and  product  into  the  arena.  However,  the  real  reason  can  probably  more 
accurately  be  found  in  higher  interest  rates,  greater  fees,  prepayment  prohibitions, 
and  greater  profits  to  the  corporation  and  its  shareholders.  A  friend  of  mine  once 
told  me  that  "de-nial"  is  more  than  just  a  river  in  Egypt!" 

Of  course  the'  real  fear  here  is  that  when  the  economy  goes  south,  or  just 
through  one  of  those  cycles  that  it  periodically  goes  through,  if  Fannie  and  Freddie 
are  engaged  in  these  sub-prime  markets  then  they  will  get  left  holding  the  bag,  and 
the  American  taxpayer  with  them.  If  Fannie  and  Freddie  are  protected  by  their 
great  ability  to  buy  silence,  then  who  is  going  to  protect  Joe  and  Jane  Taxpayer 
from  the  imprudent  moves  that  come  when  one  is  above  questions  and  fair 
criticism  like  it  seems  that  Freddie,  and  particularly,  Fannie  Mae  is. 

It  has  been  suggested  by  previous  witnesses  last  week  that  these  GSEs 
should  be  setting  the  standard  for  what  is  offered  in  the  market  place.  They  should 
not  be  following  the  market  downward  into  exploitation  and  predatory  lending, 
but  should  be  leading  the  market  upward  to  new  places  of  social  responsibility.  I 
concur  with  a  previous  witness,  that  these  GSEs  should  be  monitored  and 
evaluated  according  to  a  well  founded  criteria  of  social  responsibility,  meaning: 
what  commimities  have  been  helped  by  these  enterprises;  what  families;  precisely 
where;  what  income  levels;  and  how  has  these  enterprises  made  a  difference  in 
particularly  under  and  unserved  communities. 

Also,  it  is  dangerous,  frightening  and  undemocratic  that  GSEs,  like  Fannie 
Mae,  while  receiving  millions  of  dollars  in  government  subsidy,  uses  millions  of 
dollars  to  lobby  congress,  fiand  political  campaigns  and  silence  critics.  This  is  an 
unfair  and  unintended  advantage  of  these  GSEs,  and  should  be  corrected.  It 
fiirther  protects  the  GSEs  from  scrutiny  and  even  regulatory  inquiry,  because  they 
have  the  right  and  financial  might  to  politically  lobby  and  silence  any  critic  they 
choose. 


416 


My  name  is  Bruce  Marks.  I  am  Chief  Executive  Officer  of  the 
Neighborhood  Assistance  Corporation  of  America  (NACA),  a  non-profit  housing 
services  and  advocacy  organization.    NACA  is  known  for  its  "Best  in  America" 
mortgage  program  which  offers  low  and  moderate  income  Americans  home 
mortgages  with  low  interest  rates,  no  down  payment,  and  no  closing  costs. 
Perfect  credit  is  not  required. 

Through  the  NACA  program  thousands  of  Americans  have  realized  the 
dream  of  home  ownership.  NACA  provides  prime  loans  for  "sub-prime 
borrowers."  NACA  has  21  offices  across  the  country  with  $3.8  Billion  committed 
to  the  best  mortgage  in  America.  The  current  interest  rate  for  NACA  mortgages 
is  7.5%  fixed  for  30  years  with  no  down  payment,  no  closing  costs,  and  no  fees. 
In  addition,  NACA  provides  comprehensive  housing  services  at  no  cost  to  the 
borrower.  It  may  sound  too  good  to  be  true  but  it  is  the  reality  for  thousands  of 
working  people.  People  can  call  NACA  at  1-888-302-NACA  to  participate  in  this 
incredible  program. 

NACA  is  also  known  for  its  advocacy  campaigns  against  predatory 
lenders.    As  the  committee  is  no  doubt  aware,  there  are  predatory  lending 
companies  out  there  who  use  misleading  sales  tactics  to  take  advantage  of  those 
who,  through  little  or  no  fault  of  their  own,  have  been  excluded  from  mainstream 
credit  institutions.  NACA  has  worked  in  the  street,  in  boardrooms,  in 
statehouses,  and  in  this  building  to  fight  these  exploitive  lending  practices  with  a 
great  deal  of  success.  However,  despite  our  efforts,  these  practices  continue. 
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Mr.  Chairman,  you  are  absolutely  correct  in  focusing  your  attention  on  the 
GSE's  and  in  particular  Fannie  Mae.  With  over  a  Trillion  dollars  in  assets,  they 
set  the  standards  in  this  country  for  access  to  home  ownership  for  working 
people.    For  too  long  there  has  been  virtually  no  scrutiny  of  the  GSE's.    As  you 
know,  the  GSE's  determine  what  is  a  conventional  loan  and  what  is  considered  a 
sub-prime  loan.  A  conventional  loan  is  considered  to  be  one  that  meets  Fannie 
Mae's  criteria  and  is  known  as  a  Fannie  Mae  loan.  Non  Fannie  Mae  loans  are 
considered  sub-prime  loans  and  have  become  synonymous  in  the  minds  of  many 
as  predatory  loans.  The  GSE's  are  market  makers.  All  the  billions  of  dollars  the 
government  spends  on  housing  programs  pale  in  comparison  to  the  impact  the 
GSE's  can  have  on  home  ownership  opportunities.  This  is  particulariy  true  for 
low  and  moderate  income  families. 

There  is  no  question  that  at  one  time  the  GSE's  provided  an  important 
function.  They  provided  liquidity  to  mortgage  lending  and  standardized  mortgage 
lending.  They  now  need  to  declare  victory  and  compete  on  the  same  level  as 
other  non-government  entities.  The  GSE's  have  provided  an  extraordinary  return 
for  their  stockholders  but  have  failed  in  their  mission  of  providing  affordable 
mortgage  access  to  low  and  moderate  income  people. 

It  is  ironic  but  true  that  the  private  sector,  with  no  government  subsidy  or 
support,  is  providing  good,  affordable  loans  to  working  people  who  the  GSE's 
refuse  to  lend  to.  While  there  are  numerous  examples,  we  want  to  highlight  a 
particular  case,  Lawrence  Massachusetts. 
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In  the  early  1 990's,  Lawrence  was  going  through  tough  economic  times. 
Arson  for  profit  was  prevalent  and  only  a  limited  base  for  home  ownership 
existed.    However,  beginning  in  1995,  NACA  began  providing  home  mortgages  to 
the  hard  working  people  of  Lawrence.  Many  of  these  borrowers  worked  two  and 
three  jobs  and  always  paid  their  rent  on  time.    NACA  felt  that  people's  intense 
desire  for  home  ownership  would  provide  the  foundation  to  revitalize  Lawrence. 
NACA  offered  families  a  mortgage  with  no  down  payment,  no  closing  costs,  no 
application  fees,  at  a  below  market  rate.  They  did  not  need  perfect  credit  to 
participate  in  NACA's  program.  Over  the  next  six  years  NACA  enabled  600 
families  to  buy  their  own  homes  in  neighborhoods  all  over  Lawrence.  This  map 
identifies  the  homeowners.  While  people  were  able  to  purchase  beautiful  homes 
that  required  no  renovation  for  less  than  $30,000  in  1995,  today  homes  in  the 
same  area  sell  for  over  $125,000  and  additional  funds  are  required  to  make 
necessary  repairs  in  this  tight  market. 

Lawrence  is  now  a  revitalized  community.    Hundreds  of  NACA 
homeowners  have  taken  back  the  neighborhoods  from  gangs,  dmgs  and 
violence.    Maiden  Mills,  the  region's  major  employer,  which  received  national 
media  attention  as  a  model  of  corporate  responsibility  after  a  massive  fire 
destroyed  most  of  its  operations,  has  now  been  rebuilt  and  is  extraordinarily 
successful. 

The  question  is  -  Where  was  Fannie  Mae?  Fannie  Mae  determined  that 
Lawrence  was  a  "declining  value  community".  They  would  not  purchase  loans 
made  to  working  people  in  Lawrence  regardless  of  their  income,  credit,  assets, 
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etc.    Fannie  Mae  redlined  Lawrence  and  many  other  communities.  Major  private 
lenders  stepped  up,  but  this  GSE,  whose  mission  is  to  make  home  ownership 
possible  put  out  the  notice,  "Lawrence  is  off  limits". 

NACA  stepped  in  where  Fannie  Mae,  the  GSE,  chose  not  to.  Look  at  the 
results:  of  583  loans  that  NACA  has  provided  over  five  years  there  have  been 
only  two  foreclosures.    Currently  there  are  13  delinquencies,  8  of  which  are  only 
30  days  late.     These  results  speak  for  themselves,  demonstrating  that,  given  the 
opportunity,  working  people  that  are  provided  prime  loans  to  purchase  their 
homes  will  become  the  bedrock  that  every  strong  neighborhood  needs. 

NACA  provides  Prime  loans  for  subprime  borrowers.  The  NACA  home 
owners  in  Lawrence  are  typical  of  the  thousands  of  home  owners  in  the  NACA 
program.  Over  65%  of  NACA  home  owners  have  a  FICA  score  of  less  than  620 
and  almost  half  have  a  score  of  less  than  580.  Fannie  Mae  considers  borrowers 
with  FICA  scores  less  the  620  to  be  too  risky.  In  addition,  75%  of  NACA  home 
owners  have  less  than  $4,000  in  assets,  37%  are  single  head  of  households,  and 
the  vast  majority  are  the  first  generation  of  home  owners  in  their  families.  They 
are  stabilizing  communities  nationwide. 

The  GSE's  have  learned  from  this  experience  and  are  working  to  extort 
profit  from  these  borrowers.  The  GSE's  understand  that  the  working  people 
participating  in  the  NACA  program  do  not  have  perfect  credit  but  pay  their 
mortgage  and  do  whatever  it  takes  to  pay  their  mortgage.  The  GSE's  now  want 
to  lend  on  a  massive  scale  to  working  people  who  have  good  but  not  perfect 
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credit.  But,  instead  of  recognizing  the  commitment  and  credit  worthiness  of 
working  people,  they  want  to  exploit  them  with  sub-prime  loans. 

Sub-prime  lending  or  as  it  used  to  be  referred  to  "LOANSHARKING"  has 
always  been  a  part  of  the  economy.    In  the  past  we  had  local  institutions  that 
understood  the  credit  realities  of  working  people  and  provided  them  with 
conventional  affordable  loans  (i.e.  Savings  and  Loans,  Thrifts,  local  banks,  and 
credit  unions).    People  who  had  severe  financial  difficulties  went  to  the 
loansharks  who  would  "lend"  on  outrageous  terms  for  a  short  period  of  time.  The 
borrowers  understood  that  the  loan  must  be  paid.  They  sacrificed  everything  to 
pay  it  off.  But  after  this  short-term  period  most  were  able  to  move  themselves 
and  their  families  forward  (a  few  did  not  move  at  all). 

The  subprime  industry  began  as  a  means  to  provide  short-term  financing 
to  those  with  major  financial  difficulties.  It  was  not  there  for  good  credit 
borrowers  nor  was  it  meant  to  devastate  the  finances  and  lives  of  hard  working 
people.    This,  however,  is  exactly  what  this  sub-prime  industry  has  become. 

The  GSE's  have  created  this  $300  Billion  sub-prime  market  and  now  want 
to  profit  from  it.    The  vast  majority  of  sub-prime  borrowers  are  considered  A-  or 
B+  borrowers.    They  are  hard  working  people  who  should  absolutely  meet  the 
criteria  of  a  conventional  borrower.  They  may  not  have  substantial  savings,  but 
they  always  pay  their  rent  and  mortgage.    The  GSE's  want  to  make  100  to  200 
basis  points  (one  or  two  percent)  on  these  borrowers  who  should  be  treated  as 
the  best  and  most  reliable  borrowers.    In  the  mortgage  business  this  is  a  huge 
spread.    It  is  insulting  and  worse  to  call  these  borrowers  sub-prime.    The  GSE's 
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pay  brokers  thousands  of  dollars  to  originate  these  loans  and  make  it  worse  by 
encouraging  pre-payment  penalties  and  other  terms  that  further  exploit  the 
borrowers. 

Predatory  lending  has  become  a  major  national  issue  as  it  should.  NACA 
has  been  in  the  forefront  of  taking  on  predatory  lenders  and  was  instrumental  in 
passage  of  HOEPA.    The  focus  at  that  time  was  Fleet  Finance.  When  NACA 
had  over  500  Fleet  borrowers  from  around  the  country  participate  at  the  Senate 
Banking  committee,  Senators  from  both  parties  pushed  through  this  legislation. 
Everyone  understood  that  it  did  not  solve  the  problem  but  was  a  first  step.  NACA 
has  continued  the  fight  against  these  predatory  lenders.    However,  once  one  is 
defeated  others  will  appear  like  roaches  until  the  market  and  profit  for  these 
loans  is  substantially  reduced. 

GSE's,  which  are  subsidized  by  the  American  taxpayer,  are  the  major 
cause  of  predatory  lending.  If  the  majority  of  the  sub-prime  loans  are  con-ectly 
evaluated  as  conventional,  the  abuses  will  be  dramatically  reduced.     But  the 
GSE's  will  not  do  so  because  there  is  too  much  money  in  it  for  them.  Why  lend 
to  a  family  at  8%  when  you  can  get  9%,  10%  or  more?    The  most  galling  aspect 
is  that  the  GSE's  charter  calls  for  lending  to  low  and  moderate  income  buyers  not 
exploit  them. 

As  has  been  cleariy  documented  by  HUD  and  other  testimony,  the  GSE's 
fund  a  lower  percent  of  loans  to  low  and  moderate  the  people  than  to  upper 
income  borrowers.  For  example  in  1997,  the  GSE's  purchased  39%  of  all  owner- 
occupied  and  rental  property  available  during  the  year  while  it  purchased  only 
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30%  of  the  units  purchased  by  low  and  moderate  income  families.  It  is  an 
outrage  that  Fannie  Mae  and  Freddie  Mac,  with  over  $10  Billion  in  subsidies,  do 
less  for  working  people  than  the  for-profit  lenders.    Their  public  relations 
prowess  and  utilization  of  their  financial  resources  to  squelch  dissent  is 
legendary.    There  is  so  little  fact  and  substance  to  their  commitments  to  lend  to 
working  people  that  it  is  almost  incomprehensible.  NACA  has  offices  in  one-third 
of  the  areas  where  Fannie  Mae  has  Partnership  offices  .  NACA  provides 
hundreds  of  mortgages  with  excellent  results  in  each  of  these  cities  to  working 
people  who  Fannie  Mae  deems  too  risky.  All  the  while  Fannie  Mae  officials  work 
their  public  relations  machine.     The  GSE's  will  not  reform  without  Congressional 
action. 

H.R.  3703  would  not  in  itself  stop  all  of  the  inequities  created  by  Fannie 
Mae's  undenwriting  system.  It  would,  however,  point  us  in  the  right  direction. 
The  creation  of  a  Housing  Finance  Oversight  Board  that  would  be  both 
interdepartmental  and  bipartisan  would  mean  that  there  would  be,  for  the  first 
time  since  privatization,  meaningful  oversight  of  Fannie  Mae  and  the  other  GSEs. 
This  oversight  would  be  particularly  significant  since  the  legislation  also  requires 
public  disclosure  of  information  by  each  enterprise  as  the  Board  deems 
necessary.  While  the  H.R.  3703  does  not  specify  what  information  each 
enterprise  will  need  to  disclose,  one  would  hope  that  such  information  would 
include  the  salaries  of  each  enterprise's  directors  and  officers,  the  amount  of 
money  spent  on  public  relations,  lobbying,  and  campaign  contributions,  and  the 
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extent  to  which  the  support  provided  by  these  enterprises  is  actually  used  to  help 
those  in  need  of  it. 

It  is  hard  to  understand  why  GSEs,  which  were  created  with  government 
funding  and  have  continually  relied  on  government  subsidies,  oppose  having  to 
reveal  information  to  the  govemment  about  what  they  do  with  their  money.  It  is 
also  ironic  since  non-government  supported  entities  subject  to  the  recently 
passed  Sunshine  Act  are  forced  to  disclose  extensive  information  to  the 
government  merely  because  they  may  have  once  discussed  the  CRA  with  a  bank 
they  have  a  relationship  with. 

H.R.  3703's  requirement  of  prior  board  approval  of  new  activities  is  also 
significant  and  something  that  advocates  of  fair  housing  should  get  behind. 
Without  such  controls  Fannie  Mae  will  continue  to  expand  its  reach  into  the 
subprime  market  and  might  itself  become  a  predatory  lender.  The  committee 
would  also  be  in  a  position  to  control  the  GSE's  participation  in  potentially 
profitable  but  also  potentially  risky  investments  schemes.  Participation  in  these 
schemes  by  GSEs  pose  potential  risks  for  the  housing  and  banking  industry  and 
for  the  economy  in  general. 

Of  particular  significance  is  the  bill's  effort  to  cut  treasury  department 
guarantees  and  other  subsidies  to  Fannie  Mae.  As  prior  testimony  has  shown, 
Fannie  Mae  and  Freddie  Mac  received  a  subsidy  of  10  billion  from  the  federal 
government  of  which  3.5  billion  was  for  the  benefit  of  stockholders  and 
management.  Govemment  created  and  has  supported  Fannie  Mae,  Freddie 
Mac,  and  the  other  entities  in  order  to  bring  stability  to  the  secondary  mortgage 
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market  and  make  it  possible  for  ordinary  Americans  to  own  a  home,  not  to  enrich 
their  executives  and  bondholders. 

This  deviation  from  the  mission  brings  me  to  my  final  point.  While  there 
are  many  provisions  of  H.R.  3703  that  NACA  supports  and  maybe  some  parts 
with  which  we  do  not,  it  seems  that  the  bill's  central  thmst  is  to  make  Fannie  Mae 
and  the  other  GSE's  accountable  to  the  American  working  people  whose  taxes 
brought  them  into  being  in  the  first  place.  Fannie  Mae  is  a  govemment  entity 
when  it  needs  something  from  the  government  but  a  private  corporation 
beholden  only  to  its  bondholders  when  it  is  asked  to  be  accountable.     This  is 
corporate  welfare  at  its  worst.    The  American  taxpayer  is  providing  billions  of 
dollars  to  private  government  chartered  institutions  that  are  exploiting  and 
profiting  from  the  intense  desire  of  working  people  for  home  ownership.     This 
situation  needs  to  be  changed  and  this  bill  is  the  first  step. 

I  would  like  to  thank  the  Chairman  and  the  committee  for  inviting  me. 
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statement  of  the  Honorable  Walter  E.  Fauntroy 

Before  the  House  Subcommittee  on  Capital  Markets,  Securities,  and 

Government  Sponsored  Enterprises 

June  21, 2000 


Chairman  Baker  and  members  of  the  committee.  Let  me  first  thank  you  for  the  opportunity  you 
have  given  me  to  retum  to  lay  out  in  greater  detail  the  views  that  I  was  only  able  to  summarize 
at  your  hearing  last  week.  I  appear  before  you  in  three  capacities  today.  The  first  is  as 
president  of  the  National  Black  Leadership  Roundtable,  the  national  network  vehicle  of  the 
Congressional  Black  Caucus.  Composed  of  the  heads  of  more  than  200  national  black 
organizations  in  eighteen  categories  of  American  life,  the  Roundtable  convenes  twice  a  year  to 
determine  how  best  to  support  a  CBC  public  policy  agenda  designed  to  improve  the  quality  of 
life  for  African  American  citizens  in  the  broad  categories  of  (1)  income  generation,  (2) 
education,  (3)  health  care,  (4)  housing  and  (5)  justice.  For  guidance  on  matters  of  housing  and 
community  development,  we  rely  heavily  upon  two  of  our  members  who  are  out  there  where 
the  mbber  hits  the  road  on  the  question  of  affordable  housing:  the  National  Black  Caucus  of 
State  Legislators,  the  National  Conference  of  Black  Mayors  and  its  parent  body,  the  World 
Conference  of  Mayors. 

With  your  permission,  I'd  like  to  enter  into  the  record  at  this  point,  letters  sent  me  on  the 
subject  of  H.R.  3703  by  State  Representative  James  L.  Thomas,  President  of  the  National 
Black  Caucus  of  State  Legislators,  and  The  Honorable  Johnny  Ford,  founder  and  director  of 
the  World  Conference  of  Mayors.  These  letters  state  their  support  of  Fannie  Mae's  efforts  to 
remove  remaining  barriers  to  homeownership  and  to  bring  even  more  families  closer  to  the 
realization  of  the  American  Dream.  They  also  oppose  H.R.  3703  because  it  would  "impeded 
future  progress"  of  increasing  homeownership  in  this  country. 

Secondly,  Mr.  Chairman,  I  testify  here  today  against  the  background  of  the  nearly  twenty  years 
that  I  spend  as  a  member  of  this  committee,  six  of  them  as  chair  of  the  subcommittee  on 
Domestic  Monetary  Policy  and  four  of  them  as  chair  of  what  we  called  the  subcommittee  on 
International  Development,  Finance,  Trade  and  Monetary  Policy.  And  third,  Mr.  Chairman,  I 
testify  against  the  background  of  more  than  forty  years  as  an  inner-city  pastor,  civil  rights 
activist  and  community  organizer  who.  in  the  1960's  and  1970's,  developed  and  implemented 
a  national  demonstration  project  aimed  at  housing  low  and  moderate  income  citizens  here  in 
our  nation's  capital  that  enjoyed  the  enthusiastic  support  of  both  President  Lyndon  Johnson 
and  President  Richard  Nixon. 

There  are  two  reasons  that  I  have  asked  to  appear  before  a  House  Banking  subcommittee  for 
the  first  time  since  I  left  the  congress  in  1991.  The  first  is  my  great  appreciation  for  what  this 
committee  did  in  1992  in  passing  the  Act  that  modified  Fannie  Mae  and  Freddie  Mac's  charter. 
That  1992  Act  was  long  over  due  and  one  for  which  I  had  longed  for  years.  It  created  the 
GSEs'  affordable  housing  goals,  strengthened  HDD's  role  as  the  GSEs'  mission  regulator,  and 
created  a  system  and  a  regulator  for  ensuring  these  companies  continued  to  be  financially 
safe  and  sound.  The  second  reason  is  that,  as  quiet  as  it  is  kept,  we  have  a  greater  need 
today  for  our  GSEs'  to  carry  out  the  mission  given  them  than  at  any  time  since  they  were  first 
chartered.  That's  because  of  a  single  disturbing  trend  in  the  nation  that  reflects  itself  most 
acutely  right  here  in  our  nation's  capital.  Despite  the  booming  economy,  worst  case  housing 
needs  are  more  severe  across  the  nation  today  than  ever. 

THE  DEEPENING  CRISIS 

Let  me  remind  you  of  what  HUD  had  to  say  to  you  in  its  most  recent  Report  to  Congress  on 
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Worst  Case  Housing  Needs,  published  in  March  of  this  year.  It  Informed  you  that  worst-case 
housing  needs  reached  an  all-time  high  of  5.4  million  households  and  that  there  are  now 
600,000  more  worst  case  households  today  than  there  were  in  1991  when  the  current 
economic  recovery  began  -  a  rate  of  increase  that  is  almost  twice  as  fast  as  overall  household 
growth.  Nowhere  is  this  deepening  crisis  more  acutely  reflected  than  right  here  in  our  nation's 
capital.  In  the  last  two  years,  our  Section  8  waiting  list  in  the  District  has  increased  by  29%, 
our  public  housing  waiting  list  by  24%.  Time  on  our  waiting  lists  for  both  Section  8  and  public 
housing  is  up  to  five  (5)  years.  The  national  average  for  waiting  time  is  eleven  months. 

This  situation  here  and  across  the  country  would  have  been  worse  had  you  not  passed  the 
1992  Act  and  had  not  Fannie  Mae  and  Freddie  Mac  responded  to  the  directive  that  HUD,  in  its 
new  regulatory  role,  gave  them  to  devote  50%  of  their  business  to  the  service  of  low-  and 
moderate-income  families.  Members  of  congress  cannot  dismiss  the  fact  that  in  communities 
across  the  country,  including  the  District  of  Columbia,  these  mission-driven  companies  have 
helped  hamess  private  capital  and  direct  it  toward  fulfillment  of  the  American  dream  of 
homeownership.  Let's  look  at  some  of  the  facts: 

•  Today,  our  national  homeownership  rate  stands  at  an  historic  high  of  67%.  A  little  closer 
to  home,  here  in  DC,  the  homeownership  has  risen  to  42%.  While  that  needs  to  be  a  lot 
higher,  it  sure  represents  a  lot  of  progress. 

.  Minority  homeownership  during  the  1990s  grew  tremendously.  That's  not  to  say  that 
much  doesn't  remain  to  be  done  on  minority  homeownership.  The  African-American 
homeownership  rate  today  is  over  47%  (up  from  42%  in  1993),  and  the  Hispanic 
homeownership  rate  is  close  to  46%  (up  from  39%  in  1993)  -  but  the  white 
homeownership  rate  is  over  73%. 

•  In  1993,  Fannie  Mae  served  35.6%  of  families  with  low-  and  moderate-income.  Today, 
under  goals  set  by  HUD,  50%  of  Fannie  Mae  and  Freddie  Mac's  business  must  serve 
low-  and  moderate-income  families,  and  I  will  be  watching  to  make  sure  that  they  really 
do  meet  this  goal. 

It  is  clear  that  our  GSEs  are  part  of  the  answer  to  narrowing  the  homeownership  gap  and 
raising  the  rate  of  minority  homeowners.  These  are  significant  results,  and  these  are  results 
that  should  not  be  taken  lightly  or  dismissed.  Any  effort  to  reform  or  change  the  current 
stnjcture  and  the  role  of  Fannie  Mae  and  Freddie  Mac  must,  in  my  view,  look  at  the  huge 
benefits  these  companies  provide  to  Americans,  and  the  costs  "reforms"  would  mean  to 
homeowners.  Because  there  aren't  as  many  people  in  the  African  American  community  who 
own  houses,  my  community  would  be  hit  the  hardest. 

In  light  of  the  deepening  crisis  in  affordable  housing  for  low  and  moderate  income  families  that 
is  upon  us,  we  do  not  need  to  stifle  the  progress  that  our  GSEs'  are  belatedly  making  on  the 
mission  for  which  they  were  chartered.  We  need,  rather,  to  challenge  them  further  to  enhance 
the  tools  at  their  disposal  to  serve  those  segments  of  our  society  that  the  so-called  "private 
market",  left  to  its  own  devices,  will  not  serve;  -  segments  where  it  is  perceived  that  the  risks 
are  too  high  and  the  returns  too  low.  We  need  to  challenge  our  GSEs'  to  do  more  to  clean  up 
the  "predatory  loan"  market  for  second  mortgages.  They  need  to  come  up  with  even  more 
creative  ways  of  making  home  ownership  available  to  senior  citizens  on  limited  incomes  and 
moving  more  credit  worthy  low  and  moderate  income  loan  applicants  from  "C"  to  "B"  to  "A" 
ratings  where  those  moves  are  warranted.  And  once  they  become  homeowners,  our  GSE's 
need  to  facilitate  access  to  affordable,  non-predatory  home  improvement  loans  such  as  they 
are  now  beginning  to  do. 

CRITICISMS  THAT  HAVE  NO  BASIS  IN  FACT 

I  would  like  to  take  a  moment  to  challenge  some  of  the  points  made  by  critics  of  the  GSEs. 
There  are  those  who  assert  that  the  GSEs  should  no  longer  exist  -  that  whatever  market 
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failure  they  were  originally  created  to  address  has  been  remedied,  and  that  the  "private 
market",  without  the  GSEs,  can  fully  meet  the  housing  finance  needs  of  our  country.  I  don't 
believe  that  for  a  moment,  Mr.  Chairman.  There  is  a  reason  why  Congress  -  why  this 
Committee  -  has  seen  the  need  to  enact  laws  like  the  Community  Reinvestment  Act.  It  is 
precisely  because  this  so-called  "private  market",  left  to  its  own  devices,  will  not  serve  certain 
segments  of  our  communities  -  segments  where  it  is  perceived  that  the  risks  are  too  high  and 
the  retums  too  low.  This  is  not  to  say  that  everyone  can  and  should  be  a  homeowner  -  it  is 
just  that  Congress  has  detenmined  that  it  is  appropriate  to  create  additional  incentives  and 
structures  to  push  the  market  to  do  more  and  to  recognize  the  business  opportunities  of 
non-traditional  mari<ets. 

To  dramatically  change  or  "privatize"  Fannie  Mae  and  Freddie  Mac  would  mean  that  the 
underserved  would  be  even  more  underserved.  That  would  keep  many  people  in  my 
community  out  of  houses  -  and  that  is  bad.  Homeownership  strengthens  our  communities. 
That  is  a  fact.  How  can  we  ever  hope  to  solve  many  of  the  social  and  economic  problems 
facing  low-income  and  African  American  communities  if  we  take  away  the  opportunity  for  them 
to  become  homeowners?  Our  society  and  Congress  have  determined  that  homeownership  is 
good  -  and  Congress  had  created  additional  incentives  and  structures  to  push  the  mari<et  to 
do  more.  Just  like  the  housing  tax  credit,  the  GSEs  are  an  important  part  of  our  nation's 
policies  designed  to  promote  and  encourage  homeownership. 

IVe  heard  complaints  about  Fannie  Mae  and  "mission  creep"  -  but  Fannie  and  Freddie  are 
just  trying  to  do  the  job  Congress  gave  them.  For  example,  critics  say  home  equity  loans  are 
"mission  creep."  That  is  not  "mission  creep"  -  home  equity  loans  are  an  IMPORTANT  part  of 
Fannie  and  Freddie's  mission.  Today's  fancy  term  "home  equity  loan"  was  and  is  a  second 
mortgage.  At  least  that's  what  we  called  it  in  1984,  when  I  was  here  and  this  committee 
explicitly  added  second  loans  or  home  equity  loans,  to  the  list  of  products  we  wanted  Fannie 
Mae  to  buy.  We  did  this  because  it  meant  that  second  mortgages  would  come  down  in  price. 
Having  Fannie  and  Freddie  in  this  market  helps  lower  consumer  prices  for  those  products. 
That's  good! 

Other  critics  say  Fannie  Mae  and  Freddie  Mac  are  risky.  This  claim  is  ridiculous.  Fannie  and 
Freddie  are  the  best  risk  managers  on  the  planet.  Their  credit  losses  low—  and  they  also  have 
a  great  record  of  helping  their  lenders  work  with  borrowers  who  are  in  trouble.  That  means  that 
their  lenders  forbear  on  delinquent  loans  and  develop  workout  plans.  That's  why  Fannie  and 
Freddie's  losses  are  so  low  ~  they  know  how  to  manage  risk  up  front  and  they  know  how  to 
manage  risk  when  the  going  gets  tough.  And  this  good  work  helps  keeps  people  in  their 
houses,  which  helps  keep  a  community  strong. 

Business  competitors  who  get  just  as  many  govemment  benefits  as  Fannie  and  Freddie  are 
bringing  many  of  the  complaints  about  Fannie  and  Freddie's  govemment  benefits.  As 
Chairmen  Volcker  and  Greenspan  taught  me,  these  banks  have  access  to  cheaper  working 
capital  because  of  federal  deposit  insurance  (for  which  they  do  not  pay),  access  to  the  federal 
home  loan  bank  advance  system,  and  the  advantages  of  the  Federal  Reserve  System — but 
these  banks  try  to  call  themselves  "private"  while  claiming  that  Fannie  and  Freddie  are  part  of 
the  govemment.  If  Fannie  and  Freddie  have,  as  some  believe,  an  "implicit  benefit  from  the 
govemment,"  which  even  CBO  claims  is  largely  passed  onto  consumers,  how  much  of  the 
very  real  bank  subsidy  Mr.  Greenspan  talked  about  gets  passed  on??  I  suspect  very  little,  Mr. 
Chairman.  But,  that  would  be  an  interesting  question  for  the  Congressional  Budget  Office  to 
answer. 

I  get  the  feeling  that  this  bill  represents  a  wish  list  of  people  who  don't  like  Fannie  Mae  and 
Freddie  Mac  for  competitive  reasons  and  only  want  to  drive  them  out  of  business  so  they  can 
lea  into  their  place  and  charge  those  about  whom  I'm  most  concerned  a  lot  more  a  lot  less  of  a 
loan. 

Some  have  challenged,  for  example,  Fannie  Mae  and  Freddie  Mac's  entry  into  the  subprime 
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market.  But  being  in  the  subprime  market  means  Fannie  and  Freddie  can  help  fight  predatory 
lending.  Predatory  lending  is  very  bad.  It  is  destroying  many  people  in  the  communities  I  work 
with  -  and  it  must  be  stopped.  Fannie  Mae  and  Freddie  Mac  will  help  be  a  solution  to  the 
predatory  lending  problem.  We  need  them  there  to  help.  These  companies  were  the  first  to 
speak  out  against  this  problem  -  and  we  need  their  leadership.  Most  of  the  complaints  about 
Fannie  and  Freddie  entering  the  subprime  markets  are  not  coming  from  regulatory 
authorities-HUD  wants  them  to  go  there — but  from  the  predatory  lending  companies  who 
have  been  overcharging  millions  of  American  families,  especially  minority  and  low-income 
families. 

Simply  put,  Mr.  Chairman,  this  proposed  bill  would  raise  the  costs  of  homeownership.  These 
are  costs  that  already  are  too  high  for  many  people  in  our  minority  communities. 

Fannie  Mae's  Exemption  From  State  Taxes 

Let  me  say  a  word  as  well  about  this  matter  of  Fannie  Mae's  exemption  from  state  taxes.  As 
you  know,  Congress  chartered  Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home  Loan  Banks 
to  lower  the  cost  of  homeownership  in  all  50  states,  to  smooth  out  regional  imbalances  in 
mortgage  supply,  and  to  integrate  regional  mortgage  markets  into  the  national  capital  markets. 
By  creating  a  liquid  secondary  market  for  mortgages  in  all  50  states,  Fannie  Mae  also  lowers 
the  exposure  of  banks  and  swifts  to  regional  downturns. 

Congress  exempted  Fannie  Mae  from  taxation  by  the  states,  not  as  a  subsidy,  but  to  help  the 
GSEs'  fulfill  their  mission  in  all  50  states.  Fannie  Mae's  Congressional  charter  requires  the 
company  to  pay  Federal  income  taxes  and  local  property  taxes  but  exempts  the  company 
from  paying  state  income  taxes  for  a  very  good  reason.  Without  the  exemption,  one  or  more 
states  might  attempt  to  overtax  the  company,  and  Fannie  Mae's  charter  would  prevent  it  from 
attempting  to  leave  the  state  -  which  is  how  other  private  corporations  respond  to  state's 
attempts  to  overtax  their  income.  With  its  bargaining  power  hobbled  by  it  charter,  Fannie  Mae 
might  be  forced  to  pay  state  tax  on  more  that  100%  of  its  income  if  its  exemption  were 
withdrawn. 

To  avoid  that  unfair  result.  Congress  had  the  choice  of  either  exempting  Fannie  Mae  from 
state  income  taxes,  or  inserting  itself  into  the  fair  apportionment  of  Fannie  Mae  income  among 
the  50  states.  Congress  wisely  chose  the  former  course,  and  demonstrated  that  this  was  a 
policy  decision,  not  a  subsidy,  by  allowing  the  states  to  tax  Fannie  Mae's  real  property  (which 
does  not  create  the  difficulty  and  ongoing  apportionment  problems).  Rescinding  the  exemption 
would  in  effect  impose  a  national  housing  tax,  as  Fannie  Mae  would  be  required  to  pay 
hundreds  of  millions  of  dollars  annually  in  taxes  on  business  it  does  throughout  the  country. 
These  expenses  would  be  passed  to  consumers  in  the  form  of  higher  mortgage  rates. 

D,C.  Taxes 

As  the  District  of  Columbia's  first  elected  Delegate  to  the  U.S.  Congress,  author  and  enabler  of 
the  Home  Rule  Charter  that  was  suspended  by  the  Congress  in  1995,  and  as  an  ardent 
advocate  of  self  determination  here  and  around  the  worid,  1  must  say  a  word  about  the 
proposal  to  impose  a  state  tax  on  Fannie  Mae  income  here  in  the  District  of  Columbia.  Fannie 
Mae,  of  course,  while  exempt  from  paying  local  and  state  income  taxes,  does  pay  100%  of  its 
share  of  local  property  taxes  here  in  the  District  of  Columbia  and  in  all  other  states..  In  fact,  I 
understand,  the  company  paid  more  than  $2.4  million  in  local  property  taxes  here  last  year. 

I  have  steadfastly  maintained  over  the  years  that  the  District  of  Columbia,  whose  residents  are 
treated  like  a  state  for  taxation  purposes,  should  be  treated  as  a  state  in  all  respects:  voting 
representation  in  both  houses  of  congress,  the  right  to  impose  a  tax  on  the  income  of 
non-residents  as  do  other  states,  and  the  right  to  payment  in  lieu  of  taxes  from  the  Federal 
government  in  light  of  the  fact  that  55%  of  the  taxable  land  in  the  district  is  taken  off  tax  rolls 
due  to  federally  mandated  exemptions.  We  want  no  more,  and  no  less  than  the  same 
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privileges  and  the  same  responsibilities  every  other  American  has.  Since  Congress  granted 
Fannie  Mae  an  exemption  from  local  and  state  income  taxes  in  order  to  assist  the  company  in 
its  mission  to  make  home  mortgages  more  affordable  and  available  to  families  of  modest 
means  in  every  state  and  territory  of  this  country,  I  do  not  want  an  exception  to  that  rule  for  us 
for  the  reasons  cited  above. 

Since  the  low  and  moderate  income  families  of  the  District  have  a  greater  need  per  capita  for 
a  whole  variety  of  the  GSE's  services  and  mortgage  lending  programs  than  any  state  in  the 
Union,  I  do  want  to  see  them  commit  substantially  more  of  their  resources  to  serving  the 
affordable  housing  needs  low  and  moderate  income  families  in  the  country  generally  and  in 
the  District  of  Columbia  in  particular. 

That  is  precisely  why,  even  as  I  oppose  further  consideration  of  H.R.  3703  by  the  subcommittee, 
I  have  proposed  a  better  course  of  action.  I  have  proposed  that  members  of  the  subcommittee 
join  ranking  member  Paul  Kanjorski  and  me  on  a  bipartisan  basis  in  an  exciting  national 
demonstration  that  is  about  to  commence  at  the  request  of  a  faith-based  organization  that  it  is 
my  privilege  to  head.  It  is  a  partnership  made  possible  by  your  passage  in  1998  of  the  Asset 
Control  Area  Partnership  Act  which  creates  a  new  way  of  revitalizing  neighborhoods,  one 
that  creates  decent  housing  through  federal/local  govern  partnerships  with  faith-based 
institutions  to  efficiently  dispose  of  HUD-owned  single  family  homes. 

The  Fund  for  Affordable  Innercity  Turnkey  Housing  (FAITH),  which  I  chair,  has  proposed  a 
Neighborhood  Revitalization  Partnership  anchored  by  HUD  that  includes  the  District 
Government,  Fannie  Mae,  Freddie  Mac  and  Bank  of  America  among  other  banks  in  the 
District  of  Columbia  to  buy,  rehabilitate  and  sell  to  qualified  low/moderate  income  homeowners 
all  of  the  HUD  owned  and  District  owned  single  and  multi-family  family  homes  located  in  D.C. 
As  an  instructive  example  to  the  rest  of  the  nation,  we  intend  to  integrate  and  concentrate  all 
available  federal  and  district  government  housing  programs  into  a  comprehensive  approach  to 
solving  the  present  crisis  called  to  our  attention  by  HUD  this  year.  With  your  help,  I  believe  it 
will  be  even  more  successful  than  the  magnificent  bipartisan  effort  put  together  by  Presidents 
Johnson  and  Nixon  thirty  years  ago. 
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CapitolWatch  is  thankful  for  the  opportunity  to  issue  this  statement  on  behalf  of  its 
250,000  supporters  on  the  topic  of  housing  government-sponsored  enterprises  (GSEs)  - 
specifically  the  Federal  National  Mortgage  Association  (Fannie  Mae)  and  the  Federal  Home 
Loan  Mortgage  Corporation  (Freddie  Mac).  CapitolWatch  is  an  avid  defender  of  American 
taxpayers  concerned  about  the  potential  risk  that  housing  GSEs'  present  to  the  American 
economy.  CapitolWatch  is  particularly  concerned  that  the  risks  associated  with  the  housing 
GSEs  are  without  benefit  to  the  American  taxpayers,  as  Fannie  Mae  and  Freddie  Mac  have 
outlived  their  usefiilness. 

Is  There  Still  a  Reason  for  GSEs? 

Congress  created  Fannie  Mae  at  the  height  of  the  Great  Depression  in  1938  and 
transformed  it  into  a  quasi-goverrmiental  entity  in  1968  -  two  years  before  it  created  Freddie 
Mac.  Fannie  Mae  and  Freddie  Mac  were  both  created  in  response  to  concerns  that  financial 
markets  were  incapable  of  providing  enough  liquidity  for  home  mortgages.  The  housing  GSEs 
would  accomplish  this  by  acquiring  mortgages  from  local  lenders. 

In  order  to  facilitate  Fannie  Mae  and  Freddie  Mac's  investments,  the  law  provided  them 
with  several  advantages  over  traditional  financial  institutions.  Congress  allowed  these  two  GSEs 
a  line  of  credit  backed  by  the  U.S.  Treasury.  Fannie  Mae  and  Freddie  Mac  also  have  a  much 
lower  requirement  than  private  banks  for  the  amount  of  capital  that  they  must  have  for  each 
dollar  that  they  lend.  Fannie  Mae  and  Freddie  Mac  have  a  capital  margin  of  2%  of  assets  while 
commercial  banks  have  a  capital  margin  of  8%  of  assets. 

Moreover,  Fannie  Mae  and  Freddie  Mac  are  exempt  fi-om  Securities  and  Exchange 
Commission  (SEC)  registration,  as  well  as  state  and  local  taxes.  Economists  have  estimated  the 
SEC  exemption  alone  to  be  worth  $280  million  a  year.  The  Government  Accounting  Office 
estimated  the  tax  exemptions  to  be  worth  $690  million.  Furthermore,  according  to  a  1995 
estimate  by  the  Congressional  Budget  Office,  the  government  subsidies  that  Fannie  Mae  and 
Freddie  Mac  received  were  worth  $6.5  billion. 

In  addition  to  the  incredible  tax  advantages,  Fannie  Mae  and  Freddie  Mac  also  have  the 
implicit  advantage  that  no  private  lending  institution  has:  the  belief  by  the  financial  markets  that 
the  federal  government  will  guarantee  debt  or  securities  issued  by  Fannie  Mae  and  Freddie  Mac. 
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Yet,  despite  all  these  competitive  advantages  that  Fannie  Mae  and  Freddie  Mac  receive 
when  competing  in  the  commercial  lending  markets,  Fannie  Mae  and  Freddie  Mac  purchase  only 
38%  of  the  total  residential  mortgage  market.  Thus,  the  private  lending  market  is  purchasing  the 
majority  of  loans,  even  the  "riskiest"  types  of  mortgages.  As  recent  reports  have  shown,  the 
GSEs'  purchases  of  loans  to  African  Americans  and  Hispanics  have  not  kept  pace  with  the  rate  at 
which  lenders  are  originating  these  loans. 

If  the  commercial  lending  markets  are  accomplishing  the  mission  of  Fannie  Mae  and 
Freddie  Mac,  why  do  we  still  need  them?  Federal  Reserve  Chairman  Alan  Greenspan  reached  a 
similar  conclusion  when  he  wrote  to  Congress  that  these  institutions  have  long  since 
accomplished  their  goals  and  that  now  "these  organizations  alter  the  housing  financing  markets 
only  to  the  degree  that  they  pass  through  to  homebuyers  part  of  their  government  subsidy 
[expense]."  Greenspan  further  commented  that  the  benefits  the  government  extends  to  these 
institutions,  "are,  of  necessity,  at  the  expense  of  other  federal  or  private-sector  initiatives  and 
hence  are  ultimately  financed  by  households,  either  through  taxes  or  through  reduced 
accumulation  of  wealth."  Thus,  Faiuiie  Mae  and  Freddie  Mac  have  little  effect  on  the  secondary 
housing  market  but  do  hurt  taxpayers,  including  those  buying  houses  with  a  mortgage. 

GSEs  -  The  Next  and  Bigger  S«&Ls 

While  any  remaining  benefits  garnered  from  Fannie  Mae  and  Freddie  Mac's  unique 
quasi-governmental  status  are  questionable  at  best,  there  are  numerous  risks  associated  with  the 
government's  relationship  with  Fannie  Mae  and  Freddie  Mac.  There  is  a  rapidly  growing  debt  at 
Fannie  Mae  and  Freddie  Mac  that  is  a  liability  to  the  American  people.  The  belief  by  the 
financial  markets  that  the  federal  govemment  will  guarantee  debt  or  securities  issued  by  a  Fannie 
Mae  and  Freddie  Mac,  coupled  with  a  Treasury-backed  line  of  credit  of  $2.5  billion  means  that 
the  American  taxpayer  would  ahnost  certainly  pay  for  any  Faimie  Mae  or  Freddie  Mac  debt  if 
they  failed. 

If  either  Fannie  Mae  or  Freddie  Mac  fails,  the  entire  financial  system  would  be 
jeopardized,  similar  to  the  Savings  and  Loans  (S&L)  crisis  of  the  1980s.  When  the  S&Ls  could 
not  meet  their  obligations,  the  American  taxpayers  were  left  with  the  bill.  Currently,  Fannie  Mae 
and  Freddie  Mac  hold  more  mortgage  risk  than  the  entire  S&L  industry.  It  is  clear  that  Fannie 
Mae  and  Freddie  Mac  are  becoming  "too  big  to  fail."  For  if  they  fail,  the  real  failure  will  occur 
in  the  pocketbooks  of  every  American  taxpayer.  We  must  act  now  to  assure  that  another  S&L- 
type  disaster  does  not  take  its  toll  on  Americans. 

Moreover,  the  potential  failure  of  Fannie  Mae  and  Freddie  Mac  would  be  a  cataclysmic 
event  on  a  much  greater  magnitude  than  the  S&L  failure  of  the  1980s.  Banks  now  hold  $355 
billion  of  mortgage-backed  securities  (MBSs)  guaranteed  by  Fannie  Mae  and  Freddie  Mac.  This 
number  represents  a  huge  increase  in  bank  capital  susceptible  to  risk,  now  over  one-third  of  total 
bank  capital.  Private  institutions  have  acquired  so  many  Fannie  Mae  and  Freddie  Mac  securities 
that  they  now  hold  75%  more  Fannie  Mae  and  Freddie  Mac  debt  than  their  holdings  of  Treasury 
securities.  If  Fannie  Mae  or  Freddie  Mac  fails,  the  banks  that  hold  Fannie  Mae  or  Freddie  Mac 
debt  will  be  jeopardized  as  well. 
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Conclusion 


While  the  potential  cost  of  a  failure  to  the  American  economy  of  Fannie  Mae  or  Freddie 
Mac  is  great,  the  current  benefit  to  the  American  taxpayer  is  minimal.  The  private  lending 
markets  are  doing  Fannie  Mae  and  Freddie  Mac's  jobs  without  the  huge  taxpayer  funded 
subsidies  and  dangerous  advantages  that  Fannie  Mae  and  Freddie  Mac  possess.  Furthermore,  the 
private  lending  markets  are  even  doing  a  better  job  investing  in  the  "riskiest"  of  home  loans,  thus 
making  liquidity  of  the  market  a  non-issue.  Thus,  if  Faimie  Mae  and  Freddie  Mac  ~  while 
costing  a  great  deal,  both  in  current  terms  and  in  potential  risk  ~  are  no  longer  providing  a 
unique  benefit,  why  do  we  need  them  anymore?  CapitoIWatch  hopes  that  this  Committee  and  all 
of  Congress  will  stop  forcing  the  taxpayers  to  subsidize  Fannie  Mae  and  Freddie  Mac's 
precarious  activities.  Fannie  Mae  was  created  to  help  end  the  Great  Depression,  let's  hope  that 
Fannie  Mae  and  Freddie  Mac  don't  cause  the  next  depression  by  sticking  the  taxpayers  and 
banks  with  their  bills. 
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Opening  Statement 

Richard  H.  Baker,  Chairman 

House  Banking  Subcommittee 

Capital  Markets,  Securities  and  Government  Sponsored  Enterprises 

"The  Housing  Finance  Regulatory  Improvement  Act" 

July  20,  2000 

America's  home  mortgage  finance  system  is  the  envy  of  the  world,  and  Famiie  Mae  and  Freddie  Mac 
have  played  a  significant  role  in  its  success.  I  think  everyone  in  this  room  agrees  with  that ...  so  let's 
move  on  to  areas  in  which  we  speak  in  somewhat  less  uniformity. 

When  I  first  began  my  study  of  the  GSEs  several  years  ago  I  was  confronted  with  the  question  of  what 
would  happen  if  one  of  these  enterprises  ever  experienced  a  downturn.  It  was  not  a  pleasant  thought  — 
which  is  probably  why  no  one  seems  to  have  an  answer.  By  the  begirming  of  this  year,  when  1 
introduced  my  bill,  my  one  goal  was  to  see  if  it  might  serve  as  a  springboard  -  that  there  might  be 
established  some  sense  that  it  was  appropriate  to  discuss  and  consider  reform  in  regard  to  issues  of 
systemic  risk,  GSE  status  and  mission,  and  regulatory  oversight. 

This  goal,  I  think  all  would  agree,  has  been  more  than  accomplished  already.  In  fact  it  was  accomplished 
at  the  first  hearing,  I  believe,  when  the  Treasury  testified  that  the  bill  has  provided  Congress  "a  valuable 
service  by  thinking  through  the  best  framework  of  supervision  and  regulation  of  these  enterprises." 

In  that  first  hearing  we  heard  balanced  testimony  from  the  GSEs'  nonpartisan  regulators  and  regulators 
of  the  current  Democrat  administration.  In  our  second  hearing  we  "balanced"  the  discussion  entirely 
toward  the  point  of  view  of  the  GSEs  chief  executives.  Between  hearings  we  heard  from  Chairman 
Greenspan,  who  not  only  advised  that  it  was  appropriate  for  Congress  to  review  these  matters,  he  also 
pointed  our  considerations  in  specific  directions  for  concern.  Our  third  hearing  saw  conservative  and 
liberal  activists  raising  concerns  of  systemic  risk  and  mission  compliance. 

Today  we  are  hearing  from  market  participants  -  those  who  do  business  with  the  GSEs.  Financial 
Services  Roundtable  -  larger  financial  institutions,  America's  Community  Bankers,  and  the  Mortgage 
Bankers  have  direct  interaction  with  the  GSEs  and  hence  should  have  valuable  observations  for  the 
conmiittee  to  consider.  The  Realtors  and  Homebuilders,  who  we  might  say  do  business  with  the 
businesses  with  direct  contact  with  the  GSEs,  and  who  therefore  should  have  the  most  independence  and 
distance  from  the  fray,  will  also  share  their  insight. 

To  say  that  this  issue  has  generated  interest  in  the  media  is  an  understatement.  I  believe  that  we've  had 
progress  and  that  it's  only  moving  forward.  So  in  closing  I  want  to  extend  my  most  hearty  thanks  to  the 
witnesses  today  for  offering  their  constructive  comments. 
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Honorable  Richard  H.  Baker 

Chairman,  Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 
Banking  and  Financial  Services  Committee 
U.  S.  House  of  Representatives 
434  Cannon  Building 
Washington,  D.C.  20515 

Dear  Chairman  Baker: 

Thank  you  for  your  letter  of  June  29,  2000,  responding  to  my  comments  on  the 
interim  rule  governing  merchant  banking  activities  imder  the  Gramm-Leach-Bliley  Act. 
Thank  you,  also,  for  requesting  our  "perspective  on  the  systemic  risk  that  the  housing 
GSEs  pose  to  our  financial  system  and  specifically  to  community  banks."  We  very  much 
appreciate  the  opportunity  to  comment  on  these  issues.  This  opportunity  is  particularly 
timely  in  view  of  the  hearings  underway  in  your  subcommittee  on  housing  GSEs  and 
H.R.  3703,  the  Housing  Finance  Regulatory  Improvement  Act.  We  regret  that  we 
haven't  been  accorded  tlie  opportunity  to  testify  on  this  important  bill. 

First,  a  word  of  appreciation.  The  Federal  Home  Loan  Bank  reforms  contained  in 
the  Gramm-Leach-Bliley  Act,  which  you  and  Rep.  Kanjorski  championed,  will  make  it 
easier  for  cormnunity  financial  institutions  to  join  the  system.  They  also  liberalize  the 
asset  mix  that  can  be  pledged  as  collateral  for  advances,  and  expand  the  uses  of  advances 
for  community  financial  institutions.  These  changes  will  help  community  financial 
institutions  with  their  growing  liquidity  problems  as  loan-to-deposit  ratios  in  many 
cotrmiunity  banks  hover  at  or  above  90  percent. 

As  FDIC  reports  have  indicated,  banks  are  having  problems  growing  their  core 
deposits.  We  are  pleased  that  a  growing  number  of  Representatives  and  Senators  of  both 
parties  are  deciding  that  existing  levels  of  Federal  deposit  insurance  should  be  increased 
to  modernize  the  FDIC,  to  keep  such  core  deposits  in  banks  and  credit  unions,  and  to 
provide  savings  security  for  the  millions  of  people  who  will  be  retiring  in  the  years  ahead 
with  retirement  savings  in  excess  of  $100,000. 

LCBOs  Pose  Systemic  Risk 

Chairman  Baker,  I  also  want  to  thank  you  for  the  acknowledgement  in  your  letter 
of  June  29,  that  our  concerns  about  systemic  risk  posed  by  large  complex  banking 
organizations  (LCBOs)  are  well  founded.  This  view,  as  you  know,  is  shared  by  others, 
including  Federal  Reserve  Board  Governor  Laurence  H.  Meyer  who  stated  earlier  this 
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year  that  ".  . .  the  growing  scale  and  complexity  of  our  largest  banking  organizations.  . . 
raises  as  never  before  the  potential  for  systemic  risk  from  a  significant  disruption  in,  let 
alone  failure  of,  one  of  these  institutions." ' 

In  that  speech,  Governor  Meyer  also  disclosed  that  the  Federal  Reserve  Board  has 
appointed  a  team  of  supervisors  to  monitor  the  business  strategy,  management  structure, 
key  policies,  and  risk  control  systems  of  each  LCBO.  This  step  may  be  unprecedented 
not  only  in  terms  of  the  pre-emptive  monitoring  that  it  suggests  to  prevent  a  failure  of  one 
of  these  institutions,  but  also  in  terms  of  what  this  policy  says  about  the  level  of  systemic 
risk  that  each  LCBO  poses. 

Limiting  GSE  Growth  Would  Increase  LCBO  Risk 

In  view  of  our  shared  concerns  about  the  systemic  risks  posed  by  LCBOs,  we  find 
it  puzzling  that  you  are  advancing  a  bill  in  Congress  that  may  have  the  unintended 
consequence  of  actually  increasing  the  systemic  risk  in  LCBOs  while  it  attempts  to 
control  the  growth  of  GSEs.  Homeownership  in  the  U.S.  now  stands  at  record  levels. 
Low  interest  rates  and  a  strong  economy  have  created  an  environment  of  strong  consumer 
demand  for  housing  loans.  The  housing  GSEs  have  played  a  crucial  ongoing  role  in 
helping  lenders  meet  this  demand.  Thus,  while  the  growth  in  the  balance  sheets  of  the 
GSEs  are  in  part  due  to  actions  that  they  have  taken  to  increase  their  business,  much  is  a 
function  of  economic  conditions  and  increased  housing  demand. 

If  legislation  is  passed  to  limit  the  size  and  activities  of  the  GSEs,  the  housing 
finance  demand  that  can  no  longer  be  met  by  these  agencies  will  seek  out  competing 
providers,  such  as  Wells  Fargo,  Chase  Manhattan,  GE  Capital,  PNC  Financial  Services, 
and  Household  International,  all  of  whom  are  board  members  of  FM  Watch.  It  is  a  small 
wonder  that  FM  Watch  so  strongly  advocates  tightening  the  regulation  of  Fannie  Mae 
and  Freddie  Mac  because  it  could  produce  a  financial  windfall  for  its  members,  while 
probably  resulting  in  higher  mortgage  costs.  But  is  a  further  concentration  of  assets  in  a 
handfiil  of  financial  conglomerates,  such  as  the  membership  of  FM  Watch,  vs. 
diversification  of  assets  among  thousands  of  community  banks  through  the  housing 
GSEs,  really  in  the  national  interest?  We  do  not  think  so. 

GLB  Act  Creating  More  LCBOs 

Indeed,  even  without  the  market  shift  that  would  be  produced  by  your  bill,  a 
dramatic  consolidation  of  the  banking  industry  and  the  financial  services  industry  is 
already  underway,  and  will  be  further  encouraged  by  the  provisions  in  the  Gramm-Leach- 
Bliley  Act  of  1999,  permitting  the  common  ownership  of  banks,  insurance  companies  and 
securities  firms.  This  will  resuh  in  the  creation  of  even  more  LCBOs. 


Speech  before  the  National  Bureau  of  Economic  Research  Conference,  Islamorada, 
Florida,  January  14,  2000. 
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FDIC  economist  Robert  Oshinsky,  in  a  study  released  last  Fall  entitled.  "Effects 
of  Bank  Consolidation  on  the  Bank  Insurance  Fund.  "  said  that  bank  consolidations  are 
concentrating  banking  assets  in  fewer  and  fewer  institutions.  The  report  showed  that  the 
largest  100  banks  have  gone  from  holding  51  percent  of  all  bank  assets  in  1977  to  holding 
72.6  percent  at  the  end  of  1 998.  For  the  25  largest  banks,  the  increase  is  even  more 
dramatic,  with  the  percentage  of  industry  assets  held  increasing  from  30  percent  in  1980 
to  53.9  percent  by  die  end  of  1 998. 

If  you  agree.  Chairman  Baker,  as  you  stated  in  your  letter  that ".  .  .  the 
concerns. .  .  about  systemic  risk,  large  financial  actors,  and  the  stability  of  our  nation's 
financial  system  are  well  founded,"  then  I  would  think  you  would  be  concerned  about 
advancing  legislation  that  would  produce  even  larger  financial  actors,  that  enjoy  too-big- 
to-fail  status,  and  more  systemic  risk. 

Investment  Levels 

Chairman  Baker,  you  stated  the  following  in  your  letter:  "I  am  sure  that 
Undersecretary  of  the  Treasury  Gensler's  comments  stating  that  GSE  debt  has  become  a 
significant  portion  of  the  capital  of  the  banking  system  is  of  interest  to  the  ICBA  and  its 
membership."  Financial  institutions  must  hold  investments  for  liquidity  purposes,  to  meet 
loan  demand  and  deposit  withdrawals.  Banks  need  high  quality,  highly  liquid 
instruments,  and  debt  of  the  Treasury  and  the  GSEs  fit  these  requirements. 

If  banks  are  limited  in  their  ability  to  hold  GSE  debt,  they  will  have  to  seek  other 
investments  to  replace  them  that  are  higher  risk,  increasing  the  risk  to  the  entire  banking 
system.  Concern  about  systemic  exposure  to  GSE  debt  may  be  replaced  with  concern 
about  exposure  to  corporate  debt — one  of  few  investment  alternatives  banks  have 
available.  Is  it  not  better  for  the  banking  system  to  be  more  heavily  invested  in  GSEs  that 
are  federally  regulated  than  in  unregulated  corporations? 

Due  to  the  nation's  economic  strength,  we  are  now  able  to  pay  down  the  national 
debt,  which  results  in  fewer  and  fewer  Treasury  securities  outstanding.  As  this  is 
occurring,  the  demand  for  residential  mortgages  remains  relatively  strong.  The  result  is 
that  GSE  debt  is  increasing  at  the  same  time  Treasury  debt  is  declining.  No  one  would 
suggest  that  we  not  pay  dovm  Treasury  debt  to  keep  it  from  being  overshadowed  by  GSE 
debt.  But  should  we  put  restraints  on  GSE  debt  simply  to  maintain  historic  relationships, 
knowing  that  the  result  could  be  higher  homeownership  costs?  This  would  be 
particularly  damaging  at  a  time  when  the  level  of  homeownership  is  on  the  rise,  including 
homeownership  to  African  Americans  and  other  historically  underserved  minority 
groups.  Thousands  of  potential  homeowners  could  be  beyond  the  financial  reach  of  a 
home  mortgage  if  mortgage  debt  is  moved  fi-om  the  GSEs  to  the  more  expensive  private 
sector,  or  if  the  liquidity  is  not  there  at  all  to  provide  loans  in  our  communities.  Most 
likely  to  be  hurt  are  lower  income  people  who  will  see  the  cost  of  a  mortgage  increase  to 
a  level  that  it  is  no  longer  affordable  for  them. 
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ICBA  Comments  on  H.R.  3703 

Now,  I  would  like  to  turn  my  attention  to  several  specific  provisions  in  H.R.  3703 
that  are  of  concern  to  community  bankers. 

Consolidation  of  Regulators 

Among  other  things,  this  legislation  calls  for  the  consolidation  of  the  regulators  of 
Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan  Banks.  Although  each  of  these 
GSEs  was  initially  established  to  support  residential  housing,  the  purpose  of  the  Federal 
Home  Loan  Banks  has  expjuided  beyond  the  narrow  housing  mission  of  Fannie  Mae  and 
Freddie  Mac.  The  differences  were  made  even  more  pronounced  with  the  passage  of  the 
Gramm-Leach-Bliley  Act  of  1 999,  as  mentioned  above,  which  gave  the  Federal  Home 
Loan  Banks  broader  authorities  to  support  lending  to  small  business  and  agri-businesses 
through  community  financial  institution  members.  Accordingly,  we  believe  the  Federal 
Home  Loan  Banks  need  their  own  regulator  that  can  focus  on  their  special  mission  and 
lines  of  business.  We  urge  you  to  continue  to  recognize  the  unique  role  of  the  Federal 
Home  Loan  Banks. 

Repeal  GSE  Lines  of  Credit 

Your  bill  also  repeals  the  Treasury  lines  of  credit  to  the  GSEs.  The  ICBA 
strongly  opposes  this  provision.  Currently,  Fannie  Mae  and  Freddie  Mac  each  have  a 
$2.25  billion  line  of  credit  while  the  Federal  Home  Loan  Bank  System  has  a  $4  billion 
line  of  credit.  These  lines  of  credit  are  important  for  the  issuance  of  securities  at 
favorable  prices  as  they  give  the  capital  markets  evidence  of  the  government's 
willingness  to  stand  behind  these  agencies.  Should  these  lines  be  eliminated,  the  cost  of 
mortgages  and  advances  would  likely  increase,  resulting  in  higher  mortgage  rates  and 
other  loan  rates  to  consumers,  businesses  and  farms  across  the  country. 

Clearly,  the  housing  GSEs  are  working  well  to  accomplish  their  mission,  as 
evidenced  by  the  record  level  of  homeownership  in  the  United  States.  Homeownership  is 
becoming  more  and  more  available  to  segments  of  our  population  that  previously 
experienced  difficulty  in  obtaining  mortgages.  Our  home  ownership  system  is  the  envy 
of  the  world,  and  Fannie  Mae  and  Freddie  Mac  are  key  pillars  of  support  permitting 
community  banks  to  provide  financing  behind  this  American  dream.  We  cannot  say  this 
about  the  members  of  FM  Watch.  We  must  not  allow  legislation  to  reverse  this  trend, 
particularly  since  we  see  no  problems  regarding  the  regulation  and  agency  status  of  the 
GSEs  that  need  to  be  addressed. 

It  also  may  be  worth  noting  that  the  last  time  the  Congress  addressed  the  too-big- 
to-fail  issue,  in  1991,  the  law  Congress  wrote  just  codified  the  steps  that  must  be  taken 
for  the  President  to  make  such  a  finding.  The  law  ratified  the  existence  of  too-big-to-faii, 
which  represents  an  enormous  subsidy  beneficial  to  key  members  of  FM  Watch. 
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We  all  witnessed  the  financial  markets'  reactions  to  the  suggestion  of  less 
government  backing  of  the  GSEs'  securities — even  if  it  is  only  a  perceived  guarantee — as 
evidenced  by  Undersecretary  Gensler's  remarks  before  your  Subcommittee  on  March  22, 
2000.  While  the  changes  in  the  GSEs'  regulation  and  agency  status  currently  under 
discussion  may  only  come  at  some  point  in  the  future,  the  market  disruption  that  the 
discussion  causes  hurts  borrowers  and  investors  today. 

Prior  Approvals  Requirements 

The  bill  imposes  onerous  new  prior  approval  requirements  on  the  GSEs  that  do 
not  exist  for  private  sector  entities.  We  agree  that  because  the  GSEs  have  special 
privileges,  they  must  not  expand  their  charters.  However,  the  GSEs  should  not  be 
disadvantaged  by  a  regulatory  scheme  that  does  not  exist  in  the  private  sector,  unless  it  is 
necessary  for  safety  and  soundness  purposes.  The  financial  markets  are  evolving  rapidly, 
particularly  as  the  use  of  technology  is  being  integrated  into  the  mortgage  loan  making 
process.  The  ICBA  is  concerned  that  if  this  onerous  regulatory  approval  process  is 
imposed  on  the  GSEs,  they  will  be  disadvantaged  in  their  ability  to  introduce  new 
products  and  programs  in  a  timely  manner. 

Congress  mandated  goals  for  Fannie  Mae  and  Freddie  Mac  for  the  purchase  of 
mortgages  to  targeted  consumers  and  targeted  areas.  The  Federal  Home  Loan  Banks 
have  similar  responsibilities  to  reach  out  through  their  members  to  underserved 
populations.  We  believe  that  the  GSEs  must  have  the  ability  to  respond  rapidly  to  a 
changing  market  as  long  as  safety  and  soundness  is  not  compromised.  It  would  be 
unfortiinate  if  these  underserved  populations  and  areas  that  have  been  passed  over  by 
private  sector  lenders  were  further  disadvantaged  because  the  GSEs  that  were  given 
responsibilities  to  serve  them  were  hobbled  by  regulatory  red  tape. 

Removal  of  Super  Lien  Authority 

The  ICBA  strongly  opposes  the  removal  of  the  Federal  Home  Loan  Banks'  super 
lien  as  it  will  raise  the  cost  of  funds  to  Federal  Home  Loan  Bank  members  and  as  a  result, 
to  consimiers,  and  hamper  the  Federal  Home  Loan  Banks'  ability  to  provide  liquidity  to 
its  members.  If  the  Federal  Home  Loan  Bank  super  lien  is  removed.  Federal  Home  Loan 
Banks  will  need  to  focus  resources  on  examining  collateral  on  a  loan  by  loan  basis, 
resources  better  used  to  keep  funds  flowing  from  the  Federal  Home  Loan  Banks,  through 
the  members  into  the  communities.  The  Gramm-Leach-Bliley  Act  collateral  provisions 
took  a  major  step  forward  in  expanding  the  base  of  eligible  collateral.    Yet,  this  provision 
would  take  a  significant  step  backwards  because  without  the  super  lien,  much  larger 
haircuts  will  be  imposed  on  collateral  values,  decreasing  the  amount  of  collateral 
available  for  advances. 

If  the  super  lien  is  removed,  it  will  take  members  longer  to  obtain  funds  since 
more  time  will  need  to  be  spent  checking  the  collateral .  Thus,  it  will  make  the  Federal 
Home  Loan  Banks  significantly  less  useful  as  a  liquidity  source.  Also,  member 
customers  will  need  to  wait  longer  for  their  loans  to  be  funded.  We  do  not  believe  that 
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there  are  safety  and  soundness  issues  that  would  necessitate  the  removal  of  the  super  lien. 
Rather,  its  removal  would  make  the  Federal  Home  Loan  Banks  a  less  efficient  liquidity 
and  funds  provider  and  increase  the  cost  of  funds  to  consumers. 

Attachment 

Finally,  I  have  attached  a  letter  we  just  wrote  to  Treasury  Secretary  Summers 
expressing  our  grave  concerns  about  the  Treasury  proposals  that  would  limit  the  ability  of 
banks  to  hold  GSE  debt. 

We  hope  these  comments  are  helpful  in  your  committee's  deliberations  on  this 
legislative  proposal. 


tiomas  J.  Sheehan 
President 


Enclosure 

CC:      Honorable  Paul  Kanjorski 
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Independent  Community 
Bankers  0/ America 


March  24,  2000 

The  Honorable  Lawrence  H.  Summers 
The  Secretary  of  the  Treasury 
Department  of  Treasury 
1 500  Pennsylvania  Avenue,  NW 
Washington,  DC  20220 


Dear  Mr.  Secretary: 

We  are  concerned  about  the  comments  made  by  Treasury 
Undersecretary  Gary  Gensler  in  his  testimony  this  week  before  the  House 
Banking  Subcommittee  on  Capital  Markets,  Securities  and  Government 
Sponsored  Enterprises  in  support  of  legislative  proposals  that  would  restrict 
the  market  for  securities  issued  by  Fannie  Mae  and  Freddie  Mac. 

The  most  damaging  aspect  of  the  proposed  legislation  is  the 
immediately  raised  cost  to  housing.  Mr.  Gensler  acknowledges  that  GSE 
borrowing  costs  are  30  to  40  basis  points  lower  than  AA  and  AAA  rated 
financial  institutions.  Also,  the  GSEs  have  saved  approximately  $970 
million  by  being  exempt  from  SEC  registration  and  state  and  local  taxes. 
These  costs,  if  incurred,  would  have  to  be  recovered  in  higher  consumer 
costs  for  housing. 

Just  the  discussion  of  this  unexpected  proposal  has  raised  the  cost  of 
housing,  as  evidenced  by  the  immediate  jump  in  GSE  debt  interest  rates  in 
response  to  Mr.  Gensler's  remarks.  The  world  envies  the  U.S.  housing 
market  and  the  high  level  of  homeownership.  This  would  not  be  the  case, 
but  for  the  housing  GSEs. 

A  more  subtle  cost  would  be  borne  by  investors,  such  as  ICBA's 
community  banks,  much  of  which  would  have  to  be  passed  on  to  our 
customers.  By  relegating  the  GSEs  to  private  status,  banks  would  have  to 


Washington  Office  •  One  Thomas  Circle,  NW,  Suite  400,  Washington,  DC  20005 
800-422-8439  •202  659-8111  •  Fax  202-659  1413  •  Email:  info»icba.org  •  Web  site:  www.icba.ar3 


442 


reduce  their  GSE  holdings.  GSE  debt  is  one  of  a  very  limited  number  of 
investments  that  are  eligible  as  collateral  for  state  and  municipal  deposits. 
Many  community  banks  would  have  to  replace  GSE  investments  with 
Treasury  securities  at  rates  that  currently  range  from  25  to  50  basis  points 
below  comparable  GSE  securities.  The  loss  in  income  would  be  passed  on  to 
state  and  municipal  depositors  and/or  the  banks'  private  customers  and 
owners.  Also,  we  are  concerned  about  the  possible  implication  for  banks' 
risk-based  capital,  should  these  securities  lose  their  agency  status. 

Mr.  Gensler  correctly  points  out  that  the  "government's  fiscal 
discipline  is  leading  to  less  Treasury  debt  —  these  factors  have  caused  the 
GSEs  to  occupy  a  more  central  role  in  capital  markets  than  ever  before." 
The  30-year  Treasury  has  been  the  benchmark  interest  rate  until  very 
recently  when  the  significant  reduction  in  supply  forced  the  market  to  find 
new  benchmarks.  GSEs  are  now  beginning  to  fill  the  void.  The  proposed 
legislation  would  destabilize  GSEs  and  would  force  the  market  to  settle  for 
less  suitable  benchmarks. 

It  also  seems  that  these  potentially  disruptive  proposals  would  serve 
no  real  purpose,  since  Congress  is  not  likely  to  allow  Fannie  Mae  or  Freddie 
Mac  to  fail,  any  more  than  the  regulators  permitted  large  banks  and  LTCM 
to  fail.  The  damage  to  the  economy  would  be  too  great.  And,  failure  would 
be  temporary  anyway.  Mr.  Gensler  points  out  that  Fannie  Mae  became 
insolvent  on  a  mark-to-market  basis  in  the  early  1980s,  when  rates  rose  to 
unprecedented  highs.  It  did  not  take  long  for  rates  to  fall  back  to  more 
normal  levels  and  Fannie  Mae  was  no  longer  insolvent. 

It  is  interesting  to  note  that  Mr.  Gensler  recognizes  the  disruptive 
effect  of  the  legislative  proposals  when  he  says,  "Congress  should  seriously 
consider  —  a  sufficient  transition  period  to  prevent  any  market  disruption." 
We  are  not  sure  that  a  transition  period  of  5  years,  for  example,  would 
reduce  the  market  disruption  for  10,  20  and  30-year  securities. 

We  are  also  concerned  that  the  Undersecretary's  testimony  did  not 
give  adequate  recognition  to  the  fact  that  in  passing  the  Gramm-Leach- 
Bliley  Act  the  Congress  reaffirmed  and  broadened  the  role  of  the  Federal 
Home  Loan  Bank  System  in  providing  advances  to  community  financial 
institutions. 
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We  seek  your  assurances  that  the  Undersecretary's  proposal  is  in  no 
way  designed  to  erode  this  new  bipartisan  Congressional  mandate  to  make 
the  Federal  Home  Loan  Banks  more  responsive  to  addressing  the 
burgeoning  funding  and  liquidity  needs  of  the  nation's  community  financial 
institutions. 

Sincerely, 


Thomas  J.  Sheehan 
President 


Cc:     Chairman  Greenspan 
Chairman  Leach 
Chairman  Baker 
Rep.  La  Falce 
Rep.  Kanjorski 
Sen.  Hagel 


65-224  00-15 
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OPENING  STATEMENT  OF 

RANKING  MEMBER  PAUL  E.  KANJORSKI 

SUBCOMMITTEE  ON  CAPITAL  MARKETS,  SECURITIES, 

AND  GOVERNMENT  SPONSORED  ENTERPRISES 

HEARING  ON  H.R.  3703, 
THE  HOUSING  FINANCE  REGULATORY  IMPROVEMENT  ACT 

THURSDAY,  JULY  20,  2000 


Mr  Chairman,  thank  you  for  the  opportunity  to  speak  before  we  begin  our  fifth  day  of 
proceedings  on  H.R  3703,  the  Housing  Finance  Regulatory  Improvement  Act.  In  my  opening 
comments  today,  I  would  like  to  examine  where  we  have  been  since  our  last  hearing,  where  we 
are  now  at  this  hearing,  and  where  we  are  going  in  considering  the  many  complex  issues  related 
to  government-sponsored  enterprises  or  GSEs. 

At  our  last  hearing,  I  questioned  several  of  our  witnesses  about  the  need  to  provide  the 
Office  of  Federal  Housing  Enterprise  Oversight  with  the  money  it  needs  to  regulate  the  safety 
and  soundness  of  Fannie  Mae  and  Freddie  Mac.  There  is  nothing  more  important  than  effective 
regulation  so  that  we  can  prevent  improper  activities  from  occurring  Each  of  the  taxpayer  group 
witnesses  supported  providing  OFHEO  with  the  money  that  it  needs  as  it  works  to  implement  its 
risk-based  capital  rule  and  improve  its  ongoing  examinations  of  the  GSEs. 

Immediately  after  our  last  hearing,  we  voted  on  the  House  floor  on  an  amendment  offered 
by  Congressman  Hinchey  to  the  VA/HUD  appropriations  bill  to  restore  the  $4  7  million  in 
additional  funds  that  OFHEO's  director  had  requested  Unfortunately,  the  amendment  failed  by 
a  vote  of  207  to  211  All  of  the  Democrats  on  our  Subcommittee  supported  the  amendment, 
which  would  have  passed  if  just  a  few  more  of  the  Subcommittee's  Members  on  the  other  side  of 
the  aisle  had  supported  the  measure  From  this  vote  I  must  conclude  that  not  only  has  the  House 
not  reached  consensus  on  the  need  to  strengthen  the  GSEs'  regulation,  but  also  our 
Subcommittee  has  not  reached  consensus  on  these  matters,  even  though  we  have  carefully 
studied  them  for  many  months 

At  our  previous  hearings  I  have  also  noted  that  in  order  for  our  oversight  of  GSEs  to  be 
fair  and  effective,  we  must  work  to  ensure  that  our  proceedings  are  well  crafted  Accordingly,  I 
have  requested  that  we  convene  a  public  roundtable  discussion  with  representatives  from  all  of 
the  interested  parties  A  roundtable  would  promote  a  free,  fair,  and  vigorous  deliberation  by 
forcing  the  participants  to  challenge  each  other's  assumptions  and  assertions  If  we  pursue  any 
further  action  on  H  R  3703  in  the  106*  Congress,  I  hope  that  we  will  finally  organize  a 
roundtable  to  understand  more  completely  the  need  for  and  implications  of  this  proposal 

Moreover,  in  conducting  any  hearing  on  these  matters,  I  have  said  at  past  meetings  that 
we  must  ensure  that  our  panels  are  balanced,  containing  a  multiplicity  of  interest  viewpoints  and 
a  broad  representation  of  individuals  I  am  therefore  pleased  that  representatives  from  the 
National  Association  of  Home  Builders  and  the  National  Association  of  Realtors,  which  I 
requested,  are  joining  us  today    I  commend  the  Chairman  for  inviting  them 

In  addition  to  the  knowledgeable  market  participants  with  us  today,  I  would  have  liked  to 
have  heard  from  others  For  example,  the  Independent  Community  Bankers  of  America  could 
have  detailed  for  us  an  important  perspective  on  the  implications  of  HR  3703  on  small  banks. 
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small  towns,  and  the  Federal  Home  Loan  Bank  system  In  a  letter  that  I  received  from  their 
president  yesterday,  he  indicates  that  his  group  believes  the  legislation  would  "result  in  higher 
mortgage  rates  and  other  loan  rates  to  consumers,  businesses,  and  farms  across  the  country  " 

I  also  received  a  letter  on  H.R  3703  from  the  president  of  the  National  Association  of 
Federal  Credit  Unions  earlier  this  week.  That  letter  encourages  us  to  preserve  the  existing 
regulatory  framework  for  GSEs  In  order  to  improve  the  quality  of  today's  proceedings,  I  would 
request  unanimous  consent  to  submit  for  the  record  these  and  other  letters  that  I  have  recently 
received  from  national  trade  associations,  state  organizations,  housing  finance  companies,  and 
other  market  participants. 

Finally,  Mr.  Chairman,  because  we  are  in  the  waning  days  of  the  106*  Congress  with 
fewer  than  30  legislative  days  remaining,  1  must  ask  where  are  we  going  in  our  deliberations 
over  H.R  3703.  Ehiring  my  opening  remarks  at  each  of  our  previous  hearings,  I  have  stated  that 
we  must  move  forward  cautiously  and  carefully  in  our  consideration  of  this  legislation.  We  must 
not  pursue  a  course  of  haste  where  wise  men  fear  to  tread. 

Just  as  we  have  not  reached  consensus  in  our  Subcommittee  on  OFHEO's  funding  level, 
we  have  not  reached  consensus  on  any  of  the  issues  contained  in  H.R.  3703.  I  believe  that  we 
should  not  create  uncertainty  for  the  markets  and  regulators  I  believe  that  we  should  not 
accidentally  raise  homeownership  costs.  I  believe  that  we  should  not  mark  up  this  bill  this  year 

In  closing  Mr.  Chairman,  improving  the  efficiency  and  effectiveness  of  our  nation's 
successful  housing  finance  system  while  protecting  taxpayers  from  unnecessary  risks  are  matters 
that  require  extensive  study  before  our  Subcommittee  contemplates  any  legislative  action.  A 
truncated  process  could  lead  to  countless  unintended  consequences.  I  look  forward  to  continuing 
to  work  with  you  in  examining  these  issues  and  to  hearing  fj-om  our  panelists  today. 
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LETTERS  EXPRESSING 

CONCERN  ABOUT  H.R.  3703 

FROM  MARKET  PARTICIPANTS 

*^^^  ^^M  ^^^  ^^^  ^A^  ^^^  ^^# 
*^^  #j%  ^^^  ^^s  ^^s  ^^^  ^^^ 

National  Associations 

Independent  Community  Bankers  of  America  (ICBA) 

National  Association  of  Federal  Credit  Unions  (NAFCU) 

National  Association  of  Real  Estate  Brokers,  Inc.  (NAREB) 

State  Associations 

California  Building  Industry  Association  (CBIA) 

Mortgage  Bankers  Association  of  Mississippi 

New  York  Housing  Conference 

Companies  and  Other  Parties 

Cendant  Mortgage  -  Mount  Laurel,  NJ 

Center  for  Hope  Hospice  -  Elizabeth,  NJ 

Columbia  River  Bank  Mortgage  Group  -  Bond,  OR 

Countrywide  -  Calabasas,  CA 

First  Horizon  Home  Loans  -  Irving,  TX 

Fleet  Mortgage  Group  -  Columbia,  SC 

Irwin  Mortgage  -  Indianapolis,  IN 

New  America  Financial  -  Dallas,  TX 

North  American  Mortgage  Company  -  Tampa,  FL 

Plymouth  Savings  Bank  -  Middleborough,  MA 
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Honorable  Richard  H.  Baker 

Chairman,  Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 
Banking  and  Financial  Services  Committee 
U.  S.  House  of  Representatives 
434  Cannon  Building 
Washington.  DC.  20515 

Dear  Chairman  Baker: 

Thank  you  for  your  letter  of  June  29,  2000,  responding  to  my  comments  on  the 
interim  rule  governing  merchant  banking  activities  under  the  Oramm-Leach-Bliley  Act. 
Thank  you,  also,  for  requesting  our  "perspective  on  the  systemic  risk  that  the  housing 
GSEs  pose  to  our  financial  system  and  specifically  to  community  banks."  We  very  much 
appreciate  the  opportunity  to  comment  on  these  issues.  This  opportunity  is  particularly 
timely  in  view  of  the  hearings  underway  in  your  subconunittee  on  housing  GSEs  and 
H.R.  3703,  the  Housing  Finance  Regulatory  Improvement  Act.  We  regret  that  we 
haven't  been  accorded  the  opportunity  to  testify  on  this  important  bill. 

First,  a  word  of  appreciation.  The  Federal  Home  Loan  Bank  reforms  contained  in 
the  Gramm-Leach-Bliley  Act,  which  you  and  Rep.  Kanjorski  championed,  will  make  it 
easier  for  community  financial  institutions  to  join  the  system.  They  also  liberalize  the 
asset  mix  that  can  be  pledged  as  collateral  for  advances,  and  expand  the  uses  of  advances 
for  community  financial  institutions.  These  changes  will  help  community  financial 
institutions  with  their  growing  liquidity  problems  as  loan-to-deposit  ratios  in  many 
community  banks  hover  at  or  above  90  percent. 

As  FDIC  reports  have  indicated,  banks  are  having  problems  growing  their  core 
deposits.  We  are  pleased  that  a  growing  number  of  Representatives  and  Senators  of  both 
parties  are  deciding  that  existing  levels  of  Federal  deposit  insurance  should  be  increased 
to  modernize  the  FDIC,  to  keep  such  core  deposits  in  banks  and  credit  unions,  and  to 
provide  savings  security  for  the  millions  of  people  who  will  be  retiring  in  the  years  ahead 
with  retirement  savings  in  excess  of  SI  00,000. 

LCBOs  Pose  Systemic  Risk 

Chairman  Baker,  I  also  want  to  thank  you  for  the  acknowledgement  in  your  letter 
of  June  29,  that  our  concerns  about  systemic  risk  posed  by  large  complex  banking 
organizations  (LCBOs)  are  well  founded.  This  view,  as  you  know,  is  shared  by  others, 
including  Federal  Reserve  Board  Governor  Laurence  H.  Meyer  who  stated  earlier  this 
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year  that "...  the  growing  scale  and  complexity  of  our  largest  banking  organizations. . . 
raises  as  never  before  the  potential  for  systemic  risk  from  a  significant  disruption  in,  let 
alone  failure  of,  one  of  these  institutions." ' 

In  that  speech,  Governor  Meyer  also  disclosed  that  the  Federal  Reserve  Board  has 
ap[>ointed  a  team  of  supervisors  to  monitor  the  business  strategy,  management  structure, 
key  policies,  and  risk  control  systems  of  each  LCBO.  This  step  may  be  unprecedented 
not  only  in  terms  of  the  pre-emptive  monitoring  that  it  suggests  to  prevent  a  failure  of  one 
of  these  institutions,  but  also  in  terms  of  what  this  policy  says  about  the  level  of  systemic 
risk  that  each  LCBO  poses. 

Limiting  GSE  Growth  Would  Increase  LCBO  Risk 

In  view  of  our  shared  concerns  about  the  systemic  risks  posed  by  LCBOs,  we  find 
it  puzzling  that  you  are  advancing  a  bill  in  Congress  that  may  have  the  unintended 
consequence  of  actually  increasing  the  systemic  risk  in  LCBOs  while  it  attempts  to 
control  the  growth  of  GSEs.  Homeownership  in  the  U.S.  now  stands  at  record  levels. 
Low  interest  rates  and  a  strong  economy  have  created  an  environment  of  strong  consumer 
demand  for  housing  loans.  The  housing  GSEs  have  played  a  crucial  ongoing  role  in 
helping  lenders  meet  this  demand.  Thus,  while  the  growth  in  the  balance  sheets  of  the 
GSEs  are  in  part  due  to  actions  that  they  have  taken  to  increase  their  business,  much  is  a 
function  of  economic  conditions  and  increased  housing  demand. 

If  legislation  is  passed  to  limit  the  size  and  activities  of  the  GSEs,  the  housing 
finance  demand  that  can  no  longer  be  met  by  these  agencies  will  seek  out  competing 
providers,  such  as  Wells  Fargo,  Chase  Manhattan,  GE  Capital,  PNC  Financial  Services, 
and  Household  International,  all  of  whom  are  board  members  of  FM  Watch.  It  is  a  small 
wonder  that  FM  Watch  so  strongly  advocates  tightening  the  regulation  of  Fannie  Mae 
and  Freddie  Mac  because  it  could  produce  a  financial  windfall  for  its  members,  while 
probably  resulting  in  higher  mortgage  costs.  But  is  a  further  concentration  of  assets  in  a 
handful  of  fmancial  conglomerates,  such  as  the  membership  of  FM  Watch,  vs. 
diversification  of  assets  among  thousands  of  community  banks  through  the  housing 
GSEs,  really  in  the  national  interest?  We  do  not  think  so. 

GLB  Act  Creating  More  LCBOs 

Indeed,  even  without  the  market  shift  that  would  be  produced  by  your  bill,  a 
dramatic  consolidation  of  the  banking  industry  and  the  financial  services  industry  is 
already  underway,  and  will  be  further  encouraged  by  the  provisions  in  the  Gramm-Leach- 
Bliley  Act  of  1999,  permitting  the  common  ownership  of  banks,  insurance  companies  and 
securities  firms.  This  will  result  in  the  creation  of  even  more  LCBOs. 


'  Speech  before  the  National  Bureau  of  Economic  Research  Conference,  Islamorada, 
Florida,  January  14,  2000. 
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FDIC  economist  Robert  Oshinsky,  in  a  study  released  last  Fall  entitled,  "Effects 
of  Bark  Consolidation  on  the  Bank  Insurance  Fund,  "  said  that  bank  consolidations  are 
concentrating  banking  assets  in  fewer  and  fewer  institutions.  The  report  showed  tbal  the 
largest  100  banks  have  gone  from  holding  SI  jTercent  of  all  bank  assets  in  1977  to  holding 
72.6  percent  at  the  end  of  1998.  For  the  25  largest  banks,  the  increase  is  even  more 
dramatic,  with  the  percentage  of  industry  assets  held  increasing  from  30  percent  in  1 980 
to  53.9  percent  by  the  end  of  1998. 

If  you  agree.  Chairman  Baker,  as  you  stated  in  your  letter  that ". . .  the 
concerns. . .  about  systemic  risk,  large  financial  actors,  and  the  stability  of  our  nat^n's 
financial  system  are  well  founded,"  then  I  would  think  you  would  be  concerned  about 
advancing  legislation  that  would  produce  even  larger  financial  actors,  that  enjoy  too-big- 
to-fail  status,  and  more  systemic  risk. 

Investment  Levels 

Chairman  Baker,  you  stated  the  following  in  your  letter:  "I  am  sure  that 
Undersecretary  of  the  Treasury  Gensler's  comments  stating  that  GSE  debt  has  besome  a 
significant  portion  of  the  capital  of  the  banking  system  is  of  interest  to  the  ICBA  and  its 
membership."  Financial  institutions  must  hold  investments  for  liquidity  purposes,  to  meet 
loan  demand  and  deposit  withdrawals.  Banks  need  high  quality,  highly  liquid 
instruments,  and  debt  of  the  Treasury  and  the  GSEs  fit  these  requirements. 

If  banks  are  limited  in  their  ability  to  hold  GSE  debt,  they  will  have  to  seek  other 
investments  to  replace  them  that  are  higher  risk,  increasing  the  risk  to  the  entire  banking 
system.  Concern  about  systemic  exposure  to  GSE  debt  may  be  replaced  with  cotnzem 
about  exposure  to  corporate  debt — one  of  few  investment  alternatives  banks  have 
available.  Is  it  not  better  for  the  banking  system  to  be  more  heavily  invested  in  GSEs  that 
are  federally  regulated  than  in  unregulated  corporations? 

Due  to  the  nation's  economic  strength,  we  are  now  able  to  pay  down  the  iiaiional 
debt,  which  results  in  fewer  and  fewer  Treasury  securities  outstanding.  As  this  ::5 
occurring,  the  demand  for  residential  mortgages  remains  relatively  strong.  The  rrrsult  is 
that  GSE  debt  is  increasing  at  the  same  time  Treasury  debt  is  declining.  No  one  v^ould 
suggest  that  we  not  pay  down  Treasury  debt  to  keep  it  from  being  overshadoweo.  by  GSE 
debt.  But  should  we  put  restraints  on  GSE  debt  simply  to  maintain  historic  relaii:r>nships. 
knowing  that  the  result  could  be  higher  homeownership  costs?  This  would  be 
particularly  damaging  at  a  time  when  the  level  of  homeownership  is  on  the  rise,  mcluding 
homeownership  to  African  Americans  and  other  historically  underserved  minorm^ 
groups.  Thousands  of  potential  homeowners  could  be  beyond  the  financial  reacn:  of  a 
home  mortgage  if  mortgage  debt  is  moved  from  the  GSEs  to  the  more  expensive:  private 
sector,  or  if  the  liquidity  is  not  there  at  all  to  provide  loans  in  our  communities.    .'»iost 
likely  to  be  hurt  arc  lower  income  people  who  vnl\  see  the  cost  of  a  mortgage  increase  to 
a  level  that  it  is  no  longer  affordable  for  them. 
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ICBA  Comments  on  H.R.  3703 

Now,  I  would  like  to  turn  my  attention  to  several  specific  provisions  in  H.R.  3703 
that  are  of  concern  to  community  bankers. 

Consolidation  of  Regulators 

Among  other  things,  this  legislation  calls  for  the  consolidation  of  the  regulators  of 
Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan  Banks.  Although  each  of  these 
GSEs  was  initially  established  to  support  residential  housing,  the  purpose  of  the  Federal 
Home  Loan  Banks  has  expanded  beyond  the  narrow  housing  mission  of  Fannie  Mae  and 
Freddie  Mac.  The  differences  were  made  even  more  pronounced  with  the  passage  of  the 
Gramm-Leach-Bliley  Act  of  1 999,  as  mentioned  above,  which  gave  the  Federal  Home 
Loan  Banks  broader  authorities  to  support  lending  to  small  business  and  agri-businesses 
through  community  financial  institution  members.  Accordingly,  we  believe  the  Federal 
Home  Loan  Banks  need  their  own  regulator  that  can  focus  on  their  special  mission  and 
lines  of  business.  We  urge  you  to  continue  to  recognize  the  unique  role  of  the  Federal 
Home  Loan  Banks. 

Repeal  GSE  Lines  of  Credit 

Your  bill  also  repeals  the  Treasury  lines  of  credit  to  the  GSEs.  The  ICBA 
strongly  opposes  this  provision.  Currently,  Fannie  Mae  and  Freddie  Mac  each  have  a 
$2.25  billion  line  of  credit  while  the  Federal  Home  Loan  Bank  System  has  a  S4  billion 
line  of  credit.  These  lines  of  credit  are  important  for  the  issuance  of  securities  at 
favorable  prices  as  they  give  the  capital  markets  evidence  of  the  government's 
willingness  to  stand  behind  these  agencies.  Should  these  lines  be  eliminated,  the  cost  of 
mortgages  and  advances  would  likely  increase,  resulting  in  higher  mortgage  rates  and 
other  loan  rates  to  consumers,  businesses  and  farms  across  the  country. 

Clearly,  the  housing  GSEs  ju'e  working  well  to  accomplish  their  mission,  as 
evidenced  by  the  record  level  of  homeownership  in  the  United  States.  Homeownership  is 
becoming  more  and  more  available  to  segments  of  our  population  that  previously 
experienced  difficulty  in  obtaining  mortgages.  Our  home  ownership  system  is  the  enw 
of  the  world,  and  Fannie  Mae  and  Freddie  Mac  are  key  pillars  of  support  permitting 
community  banks  to  provide  financing  behind  this  American  dream.  We  cannot  say  this 
about  the  members  of  FM  Watch.  We  must  not  allow  legislation  to  reverse  this  trend, 
particularly  since  we  see  no  problems  regarding  the  regulation  and  agency  status  of  the 
GSEs  that  need  to  be  addressed. 

It  also  may  be  worth  noting  that  the  last  time  the  Congress  addressed  the  too-big- 
to-fail  issue,  in  1991,  the  law  Congress  wrote  just  codified  the  steps  that  must  be  taken 
for  the  President  to  make  such  a  finding.  The  law  ratified  the  existence  of  too-big-to-fail, 
which  represents  an  enormous  subsidy  beneficial  to  key  members  of  FM  Watch. 
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We  all  witnessed  the  financial  markets'  reactions  to  the  suggestion  of  less 
government  backing  of  the  GSEs'  securities — even  if  it  is  only  a  perceived  guarantee — as 
evidenced  by  Undersecretary  Gensler's  remarks  before  your  Subcommittee  on  March  22, 
2000.  While  the  changes  in  the  GSEs'  regulation  and  agency  status  currently  under 
discussion  may  only  come  at  some  point  in  the  future,  the  market  disruption  that  the 
discussion  causes  hurts  borrowers  and  investors  today. 

Prior  Approvals  Requirements 

The  bill  imposes  onerous  new  prior  approval  requirements  on  the  GSEs  that  do 
not  exist  for  private  sector  entities.  We  agree  that  because  the  GSEs  have  special 
privileges,  they  must  not  expand  their  charters.  However,  the  GSEs  should  not  be 
disadvantaged  by  a  regulatory  scheme  that  does  not  exist  in  the  private  sector,  unless  it  is 
necess£U7  for  safety  and  soundness  purposes.  The  fmancial  markets  are  evolving  rapidly, 
particularly  as  the  use  of  technology  is  being  integrated  into  the  mortgage  loan  making 
process.  The  ICBA  is  concerned  that  if  this  onerous  regulatory  approval  process  is 
imposed  on  the  GSEs,  they  will  be  disadvantaged  in  their  ability  to  introduce  new 
products  and  programs  in  a  timely  manner. 

Congress  mandated  goals  for  Fannie  Mae  and  Freddie  Mac  for  the  purchase  of 
mortgages  to  targeted  consumers  and  targeted  areas.  The  Federal  Home  Loan  Banks 
have  similar  responsibilities  to  reach  out  throu^  their  members  to  underservcd 
populations.  We  believe  that  the  GSEs  must  have  the  ability  to  respond  rapidly  to  a 
changing  market  as  long  as  safety  and  soundness  is  not  compromised.  It  would  be 
unfortunate  if  these  underserved  populations  and  areas  that  have  been  passed  over  by 
private  sector  lenders  were  fiirther  disadvantaged  because  the  GSEs  that  were  given 
responsibilities  to  serve  them  were  hobbled  by  regulatory  red  tape. 

Removal  of  Super  Lien  Authority 

The  ICBA  strongly  opposes  the  removal  of  the  Federal  Home  Loan  Banks'  super 
lien  as  it  will  raise  the  cost  of  funds  to  Federal  Home  Loan  Bank  members  and  as  a  result, 
to  consumers,  and  hamper  the  Federal  Home  Loan  Banks'  ability  to  provide  liquidity  to 
its  members.  If  the  Federal  Home  Loan  Bank  super  lien  is  removed.  Federal  Home  Loan 
Banks  will  need  to  focus  resources  on  examining  collateral  on  a  loan  by  loan  basis, 
resources  better  used  to  keep  funds  flowing  from  the  Federal  Home  Loan  Banks,  through 
the  members  into  the  communities.  The  Gramm-Leach-Bliley  Act  collateral  provisions 
took  a  major  step  forward  in  expanding  the  base  of  eligible  collateral.    Yet,  this  provision 
would  take  a  significant  step  backwards  because  without  the  super  lien,  much  larger 
haircuts  will  be  imposed  on  collateral  values,  decreasing  the  amount  of  collateral 
available  for  advances. 

If  the  super  Hen  is  removed,  it  will  take  Aiembers  longer  to  obtain  funds  since 
more  time  wall  need  to  be  spent  checking  the  collateral.  Thus,  it  will  make  the  Federal 
Home  Loan  Banks  significantly  less  useful  as  a  liquidity  source.  Also,  member 
customers  will  need  to  wait  longer  for  their  loans  to  be  funded.  We  do  not  believe  that 
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there  are  safety  and  soundness  issues  that  would  necessitate  the  removal  of  the  super  lien. 
Rather,  its  removal  would  make  the  Federal  Home  Loan  Banks  a  less  efficient  liquidity 
and  funds  provider  and  increase  the  cost  of  funds  to  consumers. 

Attachment 

Finally,  I  have  attached  a  letter  we  just  wrote  to  Treasury  Secretary  Summers 
expressing  our  grave  concerns  about  the  Treasury  proposals  that  would  limit  the  ability  of 
banks  to  hold  GSE  debt. 

We  hope  these  comments  are  helpful  in  your  committee's  deliberations  on  this 
legislative  proposal. 


incerely. 


lomas  J.  Sheehan 
President 


Enclosure 

CC:      Honorable  Paul  Kanjorski 
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RoucRT  N.  BAmsNiss 
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March  24, 2000 

The  Honorable  Lawrence  H.  Summers 
The  Secretary  of  the  Treasury 
Department  of  Treasury 
1 500  Pennsylvania  Avenue,  NW 
Washington,  DC  20220 


Dear  Mr.  Secretary: 

We  are  concerned  about  the  comments  made  by  Treasury 
Undersecretary  Gary  Gensler  in  his  testimony  this  week  before  the  House 
Banking  Subcommittee  on  Capital  Markets,  Securities  and  Government 
Sponsored  Enterprises  in  support  of  legislative  proposals  that  would  restrict 
the  market  for  securities  issued  by  Fannie  Mae  and  Freddie  Mac. 

The  most  damaging  asp>ect  of  the  proposed  legislation  is  the 
immediately  raised  cost  to  housing.  Mr.  Gensler  acknowledges  that  GSE 
borrowing  costs  are  30  to  40  basis  points  lower  than  AA  and  AAA  rated 
financial  institutions.  Also,  the  GSEs  have  saved  approximately  $970 
million  by  being  exempt  fit>m  SEC  registration  and  state  and  local  taxes. 
These  costs,  if  incurred,  would  have  to  be  recovered  in  higher  consumer 
costs  for  housing. 

Just  the  discussion  of  this  unexpected  proposal  has  raised  the  cost  of 
housing,  as  evidenced  by  the  immediate  jump  in  GSE  debt  interest  rates  in 
response  to  Mr.  Gensler's  remarks.  The  world  envies  the  U.S.  housing 
market  and  the  high  level  of  homeownership.  This  would  not  be  the  case, 
but  for  the  housing  GSEs. 

A  more  subtle  cost  would  be  borne  by  investors,  such  as  ICBA's 
community  banks,  much  of  which  would  have  to  be  passed  on  to  our 
customers.  By  relegating  the  GSEs  to  private  status,  banks  would  have  to 
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reduce  their  GSE  holdings.  GSE  debt  is  one  of  a  very  limited  number  of 
investments  that  are  eligible  as  collateral  for  state  and  municipal  deposits. 
Many  community  banks  would  have  to  replace  GSE  investments  with 
Treasury  securities  at  rates  that  currently  range  from  25  to  50  basis  points 
below  comparable  GSE  securities.  The  loss  in  income  would  be  passed  on  to 
state  and  municipal  depositors  and/or  the  banks'  private  customers  and 
owners.  Also,  we  are  concerned  about  the  possible  implication  for  banks' 
risk-based  capital,  should  these  securities  lose  their  agency  status. 

Mr.  Gensler  correctly  points  out  that  the  "government's  fiscal 
discipline  is  leading  to  less  Treasury  debt  —  these  factors  have  caused  the 
GSEs  to  occupy  a  more  central  role  in  capital  markets  than  ever  before." 
The  30-year  Treasury  has  been  the  benchmark  interest  rate  until  very 
recently  when  the  significant  reduction  in  supply  forced  the  market  to  find 
new  benchmarks.  GSEs  are  now  beginning  to  fill  the  void.  The  proposed 
legislation  would  destabilize  GSEs  and  would  force  the  market  to  settle  for 
less  suitable  benchmarks. 

It  also  seems  that  these  potentially  disruptive  propjosals  would  serve 
no  real  purpose,  since  Congress  is  not  likely  to  allow  Fannie  Mae  or  Freddie 
Mac  to  fail,  any  more  than  the  regulators  permitted  large  banks  and  LTCM 
to  fail.  The  damage  to  the  economy  would  be  too  great.  And,  failure  would 
be  temporary  anyway.  Mr.  Gensler  points  out  that  Fannie  Mae  became 
insolvent  on  a  mark-to-market  basis  in  the  early  1980s,  when  rates  rose  to 
unprecedented  highs.  It  did  not  take  long  for  rates  to  fail  back  to  more 
normal  levels  and  Fannie  Mae  was  no  longer  insolvent. 

It  is  interesting  to  note  that  Mr.  Gensler  recognizes  the  disruptive 
effect  of  the  legislative  proposals  when  he  says,  "Congress  should  seriously 
consider  —  a  sufficient  transition  period  to  prevent  any  market  disruption." 
We  are  not  sure  that  a  transition  period  of  5  years,  for  example,  would 
reduce  the  market  disruption  for  10,  20  and  30-year  securities. 

We  are  also  concerned  that  the  Undersecretary's  testimony  did  not 
give  adequate  recognition  to  the  fact  that  in  passing  the  Gramm-Leach- 
Bliley  Act  the  Congress  reaffirmed  and  broadened  the  role  of  the  Federal 
Home  Loan  Bank  System  in  providing  advances  to  community  financial 
institutions. 
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We  seek  your  assurances  that  the  Undersecretary's  proposal  is  in  no 
way  designed  to  erode  this  new  bipartisan  Congressional  mandate  to  make 
the  Federal  Home  Loan  Banks  more  responsive  to  addressing  the 
burgeoning  funding  and  liquidity  needs  of  the  nation's  community  financial 
institutions. 

Sincerely, 


Thomas  J.  Sheehan 
President 


Cc:     Chairman  Greenspan 
Chairman  Leach 
Chairman  Baker 
Rep.  La  Falce 
Rep.  Kanjorski 
Sen.  Hagel 
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NAFCU 

National  Association  of  Federal  Credit  Unions 

P.O.  Box  3769  •  Washington,  DC  •  20007-0269 

(703)  522-4770  •  (800)  336-4644  •  fax  (703)  524-1082 


July  20,  2000 


The  Honorable  Richard  Baker 

Chairman 

Subcommittee  on  Capital  Markets,  Securities 

and  Government  Sponsored  Enterprises 
Committee  on  Banking  and  Financial  Ser\'ices 
U.  S.  House  of  Representatives 
Washington,  D.C.  20510 


Dear  Chairman  Baker: 

The  National  Association  of  Federal  Credit  Unions  (NAFCU)  -  the  only  national 
organization  exclusively  representing  the  interests  of  our  nation's  Federal  credit  unions  - 
commends  you  for  convening  a  third  day  of  hearings  on  H.R.  3703,  the  Housing 
Regulatory  Improvement  Act.  When  you  introduced  this  bill  on  February  29  of  this  year 
Representative  Jim  Leach,  the  distinguished  Chairman  of  the  full  Committee,  joined  with 
you  as  an  original  co-sponsor  of  your  bill  which  according  to  its  title  is  intended  "to 
consolidate  and  improve  the  regulation  of  the  housing-related  Government  sponsored 
enterprises,  and  for  other  purposes." 

Having  had  an  opportunity  to  review  the  Housing  Regulatory  Improvement  Act,  I 
would  like  to  share  with  you  and  your  colleagues  on  the  Capital  Markets,  Securities  and 
Government  Sponsored  Enterprises  Subcommittee  the  views  of  the  National  Association 
of  Federal  Credit  Uniuiis  (NAFCU),  and  respectfully  request  that  this  letter  be  included  in 
the  Subcommittee's  hearing  record  on  this  bill. 

Credit  unions  throughout  the  country  play  a  vital  role  in  assisting  individuals, 
particularly  those  of  modest  means,  in  achieving  the  American  dream  of  homeownership. 
Since  Congress  confenred  mortgage-lending  authority  on  Federal  credit  unions  on 
November  10,  1978  with  passage  of  Public  Law  95-630,  credit  unions  in  increasing 
numbers  have  worked  to  implement  mortgage-lending  programs  to  meet  the  needs  of  their 
membership.  For  many  credit  unions  the  ability  to  sell  conforming  loans  in  the  secondary 
market  is  an  important  if  not  essential  component  of  their  mortgage  lending  business  plan. 
In  fact,  NAFCU's  analysis  indicates  that  approximately  one-third  of  all  first  mortgages 
extended  by  Federal  credit  unions  are,  in  fact,  sold  in  the  secondary  market  (see  chart 
labeled  "FCU  T'  Mortgages:  Loans  Sold/Loans  Granted"). 
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In  calendar  year  1999  Federal  credit  unions  extended  approximately  $14.92B  in 
first  mortgage  loans.  Of  that  amount,  $4.07B  was  sold  in  the  secondary  market  (see  chart 
labeled  "Federal  Credit  Unions:  l"  Mortgage  Loans").  Nearly  half  (226)  of  the  489 
Federal  credit  unions  selling  mortgages  in  the  secondary  market  last  year  were  NAFCU- 
member  credit  unions;  these  NAFCU-member  credit  unions  accounted  for  79.2%  ($3.22 
billion)  of  the  total  dollar  volume  ($4.07B)  of  Federal  credit  union  originated  loans  sold  in 
the  secondary  market.  Against  this  backdrop  it  is  clear  that  credit  unions  in  general  and 
NAFCU-member  credit  unions  in  particular  have  a  vital  interest  in  matters  addressed  in  the 
Housing  Regulatory  Improvement  Act. 

A  central  component  of  the  Housing  Regulatory  Improvement  Act  is  the  abolition 
of  the  Office  of  Federal  Housing  Oversight  (OFHEO)  and  the  Federal  Housing  Finance 
Board  (FHFB),  and  the  creation  of  the  Housing  Finance  Oversight  Board  (the  "Board")  as 
a  consolidated  successor  regulator.  NAFCU  is  opposed  to  this  idea  and  would  like  to 
focus  its  comments  on  that  particular  issue. 

NAFCU  believes  that  the  proposal  to  replace  the  Office  of  Federal  Housing 
Oversight  and  the  Federal  Housing  Finance  Board  with  a  new  Housing  Finance  Oversight 
Board  (and  the  new  responsibilities  and  regulations  that  would  come  with  it)  would  create 
an  additional  layer  in  the  oversight  bureaucracy.  Along  with  this  additional  bureaucracy 
there  would  appear  to  be  added  burdens  placed  on  the  GSEs  --  and  potentially  lenders  such 
as  credit  unions  --  without  any  discemabie  benefit  to  safety  and  soundness. 

NAFCU  believes  that  legitimate  parallels  can  be  drawn  between  proposals  to 
consolidate  the  regulation  and  oversight  of  Fannie  Mae,  Freddie  Mac  and  the  Federal 
Home  Loan  Banks  on  the  one  hand,  and  insured  depository  institutions  on  the  other.  At 
first  blush  proposals  to  establish  a  consolidated  "super"  regulator  may  have  appeal,  since 
they  imply  coordination  of  efibrt,  economies  of  scale,  and  more  ettlcient  utilization  of 
resources.  In  the  financial  services  sector  we  have  seen  numerous  proposals  put  fonvard 
over  the  years  to  establish  just  such  a  "super"  regulator  to  oversee  the  activities  of  banks, 
thrifts  and  credit  unions.  However,  for  much  the  same  reason  NAFCU  has  opposed  the     • 
inclusion  of  the  National  Credit  Union  Administration  (NCUA)  in  such  a  consolidated 
"super"  regulator,  NAFCU  would  oppose  a  consolidation  of  OFHEO  and  the  FHFB. 

Specifically,  NAFCU  believes  that  -  like  Federal  credit  unions  --  Fannie  Mae, 
Freddie  Mac  and  the  Federal  Home  Loan  Banks  were  chartered  by  Congress  to  advance 
specific  public  policy  goals.  The  attainment  of  those  goals  is  more  likely  to  be  achieved 
when  the  regulated  entities  operate  under  the  purview  of  an  agency  not  just  familiar  with 
but  committed  to  their  specific  mission.  Just  as  non-profit,  member-owned  and  volunteer 
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driven  credit  unions  are  fundamentally  different  in  organization,  structure  and  mission 
from  for  profit  banks  and  thrifts,  likewise  Fannie  Mae  and  Freddie  Mac  are  Aindamentally 
different  in  organization,  structure  and  mission  from  the  Federal  Home  Loan  Banks.  Any 
economies  or  efficiencies  to  be  derived  through  regulatory  consolidation  will  necessarily 
come  at  a  price;  that  price  most  likely  being  a  dilution  of  commitment  to  their  respective 
Congressional  mandate. 

Against  this  backdrop  the  NAFCU  would  encourage  you,  Mr.  Chairman,  and  your 
colleagues  on  the  Capital  Markets,  Securities  and  Goverrunent  Sponsored  Enterprises 
Subcommittee  to  preserve  the  existing  regulatory  and  oversight  framework  relative  to 
Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan  Banks. 

NAFCU  believes  that  Freddie  Mac  and  Fannie  Mae  both  provide  liquidity  and 
stability  in  the  marketplace;  we  would  be  concerned  about  any  provisions  that  might 
adversely  afFect  their  ability  to  continue  to  do  so.  They  also  serve  credit  unions  and  credit 
union  members  by  the  manner  in  which  they  foster  innovation  and  provide  an  investment 
source  for  new  t>'pes  of  mortgages  and  affordable  housing  mortgage  products.  Any 
legislation  should  be  sensitive  to  these  important  objectives  and  not  unnecessarily  impede 
the  smooth  operations  of  these  entities  or  subject  them  to  undue  regulatory  processes  or 
restrictions. 

Under  H.R.  3703,  new  programs  require  a  public  review  process  entailing 
publication  in  the  Federal  Register  with  a  30-day  comment  period.  Some  might  consider 
such  a  requirement  onerous.  In  fact,  it  is  not  difficult  to  imagine  that  such  a  publication 
and  notice  requirement  could  trigger  lobbying  efforts  by  those  who  give  corporate  profit 
motives  a  higher  priority  than  consumer  friendly  innovation  in  the  marketplace,  or  by  those 
that  lack  either  the  expertise  or  resources  to  roll-out  certain  new  or  innovative  products. 

NAFCU  IS  also  concerned  that  enactment  of  H.R.  3705  couia  have  a  poier.tialiy 
detrimental  impact  on  the  housing  finance  market  by  bureaucratizing  the  process  by  which 
lenders  deal  with  the  GSEs.  This  process  has  in  the  past,  and  remains  today,  a  one-on-one 
process.  Fannie  Mae,  Freddie  Mac,  and  -  to  a  lesser  extent  -  the  Federal  Home  Loan 
Banks  examine  the  individuarstrengths  and  weaknesses  of  lenders  in  the  process  of 
approving  new  programs  or  renewing  the  terms  of  annual  master  agreements  (as  is  the  case 
with  Fannie  Mae  and  Freddie  Mac).  NAFCU  is  concerned  that  GSEs  would  have  far  less 
flexibility  to  deal  with  the  unique  attributes  of  various  lenders  -  particularly  member- 
owned  credit  unions  —  under  the  temis  of  the  proposed  legislation. 

While  NAFCU  has  no  particular  allegiance  to  the  GSEs,  in  evaluating  the  proposed 
legislation  in  light  of  what  Fannie  Mae  and  Freddie  Mac,  in  particular,  have  done  for 
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housing  finance  in  this  country,  we  have  to  step  back  and  ask.  What  is  the  problem? 
Fannie  Mae,  Freddie  Mac,  and  the  Federal  Home  Loan  Banks  are  doing  their  jobs  well  and 
are  financially  sound.  They  have  not  shown  any  proclivity  for  making  careless  decisions 
regarding  the  way  they  run  their  businesses,  the  new  programs  they  choose  to  introduce,  or 
the  way  in  which  they  conduct  their  activities  in  the  national  securities  market.  If 
anything,  Farmie  Mae  and  Freddie  Mac,  in  particular,  have  been  innovators  in  managing 
their  businesses  to  remain  strong  and  continue  to  offer  the  all-important  stability  to  the 
national  secondary  market.  NAFCU  would  encourage  the  sponsors  of  H.R.  3703,  the 
Housing  Regulatory  Improvement  Act  to  think  long  and  hard  before  tinkering  with 
something  that  appears  to  be  working  so  well. 

Thank  you,  Mr.  Chairman,  for  your  consideration  of  the  views  of  the  National 
Association  of  Federal  Credit  Unions.  If  you  have  any  questions  or  if  we  may  be  of 
assistance  to  the  Subcommittee  concerning  this  or  any  other  matter  please  do  not  hesitate 
to  contact  me  or  NAFCU's  Senior  Vice  President  and  Deputy  General  Counsel,  Bill 
Donovan,  at  (703)  522-4770. 


Sincerely, 


Fred  R.  Becker,  Jr. 
President  &  CEO 


460 


00 
OS 


OS 


OS 
0\ 


0\ 


OS 


o\ 
cs 


0\ 

o\ 


o 

NO 


©^ 


^ 

©^ 


©^ 

o 


^ 


©^ 


S5 


fS  ^ 


461 


J 


00 


ON 
ON 
9\ 


00 
CN 

CN 


CN 


CN 


r4 

ON 
ON 


OS 

CN 


O 

u 

I 
I 

O 

•4114 

c 
c: 

o 

-4irf 

u 


WD 

'3 

c 
c: 

3  ' 

O: 

*-  ! 

5/5 


12 


T" 


"T 


T" 


T" 


T" 


IT, 

O 

IT/ 

o 

'«* 

'^ 

f^ 

r<i 

(j^ 

&^ 

ce 

6« 

itj    o     iTi  o     ir,    o 

<N      «S       —  —      &e      t/J 

t/5      ^      6^  €i^ 

ea--]j'~-02:  «« 


O 

ON 

ON 


!U5 


462 


NATIONAL  ASSOCIATION  OF  KtAL  bblAI  b  UHUKbKi>,  INU. 


162S  K  SIrMt,  NW  Solt*  t602 

Waahlnglon,  DC  20006 

(202)785-4477  oHIo* 

(202)785-1244  lu 

NAREB3@aol.com  o-mall 

twww.NAREB.com  wabsll* 


July  17,2000 

The  Honorable  Paul  Kanjorski 
U.S.  House  of  Representatives 
Washington  D.C.  20515 

Dear  Representative  Kanjorski, 

The  National  Association  of  Real  Estate  Brokers  Inc.  (NAREB)  is  the  oktest  minority 
trade  association  in  America.  We  were  founded  in  1947  on  the  principle  that  all  citizens 
have  the  right  to  equal  opportunities,  regardless  of  race,  creed,  or  cotor. 

NAREB  operates  under  a  constitution  and  by-laws  dedicated  to  preserving  this  right  for 
all  Americans.  Our  mission  is  to  serve  the  underserved,  and  develop  creative  and 
effective  methods  of  doing  so.  Over  the  years,  our  members  have  been  at  the  forefront  of 
the  struggle  to  gain  equal  housing  for  all.  We  have  become  the  voice  and  conscience  of 
the  proponents  of  equal  housing. 

Members  of  the  NAREB  organization  are  referred  to  as  "Realtist".  Although  composed 
principally  of  African  Americans  and  other  minority  real  estate  professionals,  the  Reahist 
organization  is  an  integrated  entity  open  to  all  qualified  practitioners  who  are  committed 
to  achieving  the  ideals  of  the  Reahist  theme  -  Democracy  in  Housing. 

NAREB  would  like  to  go  on  record  in  opposition  to  HR  3703,  the  Housing  Finance 
Regulatory  Improvement  Act.  NAREB  strongly  believes  that  Fannie  Mae,  Freddie  Mac, 
and  the  Federal  Home  Loan  Banks  are  key  ingredients  whose  presence  ensures  liquidity 
and  stability  in  the  marketplace.  The  role  these  entities  serve  is  important  because  their 
participation  in  the  market  enhances  afTordahility  and  expands  the  types  of 
mortgage  products  that  are  available  in  the  market  place.  We  fear  that  HR  3703  expands 
the  ability  of  CRA  lenders,  mortgage  insurers  and  mortgage  bankers  to  extract  undue 
profits  from  urban  areas  and  minority  home  mortgage  borrowers  and  restricts  the  growih 
of  the  homeownership  rates  of  African  and  Hispanic  Americans. 

The  real  estate  product  innovation,  particularly  in  recent  years,  has  been  key  to  reducing 
the  cost  of  homeownership.  Affordable  housing  loans,  low  downpaymeni  products  and 
mortgages  designed  to  meet  the  needs  of  borrowers  with  credit  blemishes  are  critical 
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tools  in  making  the  dream  of  homeownership  available  to  minorities  and  lower  income 
families.  The  technology  developments  that  these  entities  have  invested  in  have 
increased  the  efBciency  of  the  marketplace  and  reduced  the  processing  time  and  cost  of 
getting  a  mortgage. 

In  particular,  NAREB,  is  opposed  to  those  aspects  of  the  proposed  legislation  that  would 
have  an  impact  on  the  ability  of  Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan 
Banks  to  ensure  a  stable,  liquid  source  of  mortgage  finance.  The  provision  to  remove  the 
Treasury  line  of  credit  for  these  entities  would  have  a  damaging  impact  on  affordability. 
For  borrowers  at  the  margin,  even  a  slight  increase  in  mortgage  interest  rates  impacts 
their  ability  to  afford  a  home  and  make  those  payments.  Homeownership  is  too 
important  a  goal  for  American  &inilies  to  tinker  with  the  secondary  market  system  that 
has  brought  so  many  benefits  and  has  done  so  in  a  safe  and  sound  manner. 

NAREB  is  also  opposed  to  the  provisions  in  the  legislation  that  would  add  unnecessary 
regulatory  reviews  and  inhibit  the  development  of  mortgage  products  or  novel 
approaches  to  doing  business.  Many  of  the  products,  reduced  mortgage  insurance, 
mortgages  for  credit  impaired  borrowers,  low  downpayment  and  technology  initiatives  in 
recent  years  could  have  been  seriously  affected  or  even  prevented  through  the  delays  that 
such  a  review  process  would  impose. 

HUD  £md  the  Federal  Housing  Finance  Board  have  sufficient  regulatory  powers  to  review 
the  operations  of  the  entities  they  regulate.  There  is  no  need  to  build  a  regulatory  process 
that  would  impose  undue  delays  and  politicize  the  process  of  bringing  innovations  to  the 
market. 

The  present  regulatory  scheme  represents  a  unique  balancing  of  mission  and  safety  and 
soundness.  The  Department  of  Housing  and  Urban  Devetopment  has  responsibility  to 
ensure  that  the  mission  of  Fannie  Mae.  Freddie  Mac  is  met  and  that  their  acti\ities  are 
within  the  limitations  of  their  charters.  The  Office  of  Federal  Housing  Enterprise 
Oversight  is  empowered  with  ensuring  that  these  entities  are  operated  in  a  safe  and  sound 
manner.   In  the  view  of  NAREB  this  is  a  unique  approach  that  creates  dynamic  tension 
between  what  could  be  viewed  as  competing  interests  that  results  in  proper  balancing  of 
these  dual  objectives.  The  Federal  Housing  Finance  Board  does  not  divide  mission  and 
safety/soundness  responsibilities  and  perhaps  some  thought  should  be  given  to  whether  a 
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single  safety  soundness  regulator  that  coordinates  the  capita)  regimes  of  these 
organizations  make  sense.  Given  the  different  purposes  and  missions  of  the  Federal 
Home  Loan  Banks  versus  Fannie  Mae  and  Freddie  Mac,  NAREB  supports  the 
continuation  of  separate  regulators  to  establish  and  review  missions. 

There  may  be  ways  to  improve  the  regulatory  regime  and  we  understand  from 
conversations  with  Fannie  Mae  and  Freddie  Mac  that  they  are  open  to  discussions  on 
those  matters,  but  the  present  structure  of  HR  3703  does  not  represent  a  workable  base 
upon  which  to  build. 


I  Clark 
President  and  CEO 
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Honorable  Paul  H.  Kanjoreki 

2352  Rayburn  House  OfBce  Building 

Washington,  DC  20510 

July  18,2000 

Re:       HA.  3703 -Housing  Finance  Regulatory  ImprovemenlAcl  of  2000 

Dear  Congressman  Konjorslci: 

On  behalf  of  the  California  Building  Industry  Association  and  our  over  6,000 
members  engaged  in  residential  construction,  I  regret  to  inform  you  we  must 
oppose  H.R.  3703.  This  bill  is  intended  to  streamline  and  restructure  the 
regulatory  ftamework  for  financial  instiuitions  involved  in  housing  finance. 
However,  HJl.  3703  would  Ukely  disrupt  the  housing  finance  market  and  only 
serve  to  stifle  much  needed  innovation  in  the  marketplace.  Moreover,  the  bill  is 
vague  as  to  several  key  issues  and  would  only  seem  to  create  confusion  in  the 
housing  finance  markets. 

The  hill  proposes  consolidating  current  regulatory  bodies  under  a  new  agency  - 
the  Housing  Finance  Oversight  Board  -  to  be  formed  by  the  measure.  One  of  our 
primary  concerns  is  that  in  the  time  it  takes  for  this  new  agency  to  establish  itself 
as  fully  operating,  there  will  be  substantial  confusion  among  the  regulated  entities 
and  regulators.  This  would  have  adverse  effects  on  residential  lending  and  may 
even  compromise  safety  and  soundness  of  regulated  entities. 

The  bill's  public  disclosure  requirements  would  also  seem  to  be 
counterproductive,  as  well  as  detrimental  to  residential  lending.  Section  103  of 
(he  bill  is  overbroad  and  without  standards,  establishing  the  potential  for 
regulators  to  demand  public  disclosure  of  proprietary  information  v/ilhout 
reasonable  restrictions. 

Similarly,  Section  1 10  of  thebill  would  require  GSEs  to  submit  requests  to 
conduct  "new  activities"  to  the  administrative  rule  making  process.  Requiring 
businesses  to  publish  new  business  initiatives  in  the  Federal  Register  for  notice 
and  comment  is  a  cumbersome  proposition  tliat  uoi  only  presents  unnecessary 
delays,  but  will  also  "chill"  many  worthwhile  efforts  at  innovation  that  would 
otherwise  serve  consumeis  well. 

Moreover,  this  section  of  the  bill  establishes  the  new  Board's  authority  to 
disapprove  new  initiatives  if  the  Iward  concludes  the  activity  would  not  be  "in  the 
public  interest"  -  yet  the  legislation  provides  no  standards  for  making  such  a 
determination. 

The  objective  of  streamlining  regulation  ts  actually  undermined  by  Section  109's 
proposal  to  terminate  HIID's  general  regulatory  authority  over  Fannie  Mao  and 
Freddie  Mac,  but  retain  some  of  HUD'S  oversight  power  Insofar  as  fair  housing 
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issues.  This  portion  of  the  bill  would  bifurcate  authority  in  a  manner  that  may 
siraply  lead  to  confUcdng  regulatory  mandates  and  would  certainly  not  be  seen  as 
a  streamlining  effort  by  any  rational  analysis.  Further,  it  is  our  view  that  HUD's 
mandate  to  promote  afTordable  and  decent  housing  is  critical  component  lo  the 
regulatory  fraracworJc  for  GSEs. 

In  our  final  observation,  we  note  the  bill  in  several  in.<;t2nces  seems  to  establish 
dual,  conflicting  standards  for  the  treatment  of  Federal  Home  Loan  Banks  as 
contrasted  with  the  treatment  of  Freddie  Mac  and  Fannie  Mae.  In  particular,  the 
provisions  for  risk-based  capital  tests  and  requiring  the  approval  of  new  activities 
would  seem  to  deliberately  create  an  uneven  playing  field  for  GSEs. 

An  expanded  secondary  market  for  mortgage-backed  securities  is  a  financial 
services  innovation  which  has  made  homeownership  possible  for  thousands.  Yet, 
long-standing  financial  indu-irtry  practices  and  legal  obstacles  have  in  the  past 
presented  impediments  to  serving  an  even  greater  number  of  prospective 
homebuyers,  particularly  for  aspiring  homeowners  among  the  newly-arrivod  and 
those  trying  to  climb  the  economic  ladder.  Recent  changes,  however,  in  the 
mortgage  banking  industry,  as  well  as  with  secondary  mortgage  market 
participants  such  as  Fannie  Mae  and  Freddie  Mac,  have  created  new  approaches 
to  underwriting  loans  for  those  who,  under  traditional  methods,  would  not  likely 
be  able  to  obtain  financing  even  though  they  rq)resented  "good  risks"  when  one 
looked  beyond  standard  underwriting  criteria. 

Unfortunately,  H.R.  3703  would  stifle  such  innovation  in  the  fiimrc,  and 
poicnlially  jeopardize  safety  and  soundness  in  residential  lending.  For  the 
foregoing  reasons,  in  addition  to  others,  we  must  oppose  this  measure. 


Sincerely, 


V\^c^ 


Timothy  L.  Coylc 

Senior  Vice  President/ Governmental  Affairs 
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MORTQAGE  BANKERS  ASSOCIATION  OF  MISSISSIPPI 

p.  O.  BOX  2286S  •  JACKSON,  MS  3822S-2865 
(601)  869-7817 


The  Honorable  Richard  Baker 
434  Cannon  House  Office  BuOdlng 
U.S.  House  of  Representatives 
Washington,  IX:  20515 

Via:  Facsimile 


Dear  IRepresentative  Baleen 

I  am  writing  to  express  my  opposition  to  HR  3703  as  it  is  cunentiy  drafted.  As  Vice 
President  of  Mortage  Lending  at  Trustmark  National  Bank  and  President  of  the 
Mortgage  Bankers  Association  of  Mississippi,  I  work  everyday  to  help  families  achieve 
ttieir  dream  of  homeovimershlp.  Several  of  the  provisions  of  HR  3703  will  harm  our 
industry  and  more  importantly  harm  ttie  potential  homeowrters  we  work  to  serve. 

There  are  several  sections  of  this  bID  that  raise  concerns  to  me  arvl  others  in  our 
industry.  HR  3703  will  hurt  consumers,  limit  lender's  business  opportunities  and  expand 
the  government's  control  over  tfie  private  housing  industry. 

An  agile  marketplace  that  encourages  innovation  and  ti>e  development  of  new  products 
t>est  serves  the  American  consumer.    Fannie  Mae  and  ttie  secondary  market  are  critical 
to  our  efforts  to  develop  and  bring  to  market  new  mortgage  products.    HR  3703  requires 
tttat  any  new  mortgage  product  sold  to  Fannie  Mae/Freddie  Mac,  or  any  new  business 
prooess  tttat  either  company  develops,  be  submitted  to  the  Federal  Register  for  a  90-day 
comment  period.  The  new  regulator  would  then  decide  whether  the  public  should  have 
access  to  this  new  product  based  on  a  vague  standard  that  the  product  or  business 
process  is  in  the  'public  interest*. 

This  proposed  legislation  federalizes  the  operations  of  a  well-managed  company  and 
ignores  the  realities  of  the  marketplace.  A  lender  with  a  new  idea  who  would  like  to  be 
the  first  in  the  market  with  it  would  have  to  wait  for  this  entire  regulatory  process  to 
unfold.  Also,  any  proprietary  infonnation  imbedded  in  the  product  design  would  be 
subject  to  full  disclosure. 

Section  1 03  allows  the  new  Board  regulator  to  require  public  disclosure  of  'financial. 
business,  and  other  information'  This  provision  gives  the  Board  near  unlimited  powers  to 
force  disclosure  of  confidential,  proprietary,  and  trade  secret  information. 

Trustmark  National  Bank  recently  woriced  with  Fannie  Mae  to  develop  several  new  and 
innovative  products  including  a  reduced  documentatron  loan  program  for  present 
Trustmark  customers  as  well  as  a  product  to  address  borrowers  who  do  not  have  the 
starKlard  five  percent  down  payment  traditionally  required  by  many  mortgage 
t^ar^sactions.  These  products  serve  consumers  by  making  the  mortgage  process  less 
time  consuming  and  by  reducing  the  overall  costs  required  to  purdiase  a  home.    If  HR 
3703  were  enacted,  our  incentive  to  devote  valuable  time  and  resources  into  new 
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products  would  be  hampered.  The  end  result  is  that  the  consumer's  mortgage  choices 
would  be  unnecessarily  limited. 

I  know  the  House  Banking  Subcommittee  on  Capital  Markets  and  Government 
Sponsored  Enterprises  Is  meeting  on  July  20  to  hear  testimony  from  some  of  the 
industry  groups  affected  by  this  proposed  legislation.    As  an  active  Mortgage  Banker,  I 
hope  you  and  your  committee  will  consider  my  comments  on  the  impact  of  this 
legislation. 


Yours  truly, 

J(^JQ^MbNeese  III 

President 

Mortgage  Bankers  Association 

Of  Mississippi 
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NEW  YORK  HOUSING  CONFERENCE 

1780  Broadway,  Suite  600,  New  York,  NY  10019 
Telephone:  212/265-6530  •  Fax:  212/757-0571 


10  July  2000 

Congressmen  Paul  E.  Kanjorsid 

Ranking  Member 

Subcommittee  on  Capital  Markets,  securities,  and  Government  Sponsored 

Enterprises 

U.S.  House  of  Representatives 

2353  Raybom  House  Office  Building 

Washington  DC,  205 15-3811 


Dear  Ranking  Member  Kanjorski: 

We  are  writing  on  behalf  of  the  New  York  Housing  Conference  -  New 
York's  major  affordable  housing  coalition  -  in  order  to  express  our  concerns 
about  the  testimony  presented  before  your  committee  from  some  who  support 
technical  changes  to  operating  authorities  used  by  the  Home  Loan  banks    We 
believe  that  these  changes,  if  enacted,  would  have  very  negative  effects  on  the 
Home  Loan  Banks  ability  to  serve  homebuyers,  community  bankers  and  the 
nonprofit  community,  which  they  have  been  doing  so  effectively  and 
impressively  over  the  past  few  years. 

As  you  know,  the  American  system  of  financing  housing  is  the  model 
of  the  industrialized  world    Our  system  has  enabled  lens  of  millions  of 
Americans  to  become  homeowners  with  low  down  payments  and  long-term 
mortgages    These  advantages  are  in  stark  contrast  to  other  countries  in  the 
industrialized  world,  and  are  due,  in  part,  to  the  Home  Loan  Banks,  Fannie 
Mae  and  Freddie  Mac 

The  Home  Loan  Banks  provide  the  kinds  of  credit  resources  that 
enable  community  bankers  to  design  essential  products,  which  in  turn  enhance 
the  ability  of  local  lenders  to  provide  fmancial  resources  to  families, 
individuals,  businesses  and  community  developments 

Any  change  in  the  GSE  regulations,  which  would  impact  on  the 
relationship  between  the  GSE's  and  the  federal  governments,  must  be 
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preceded  by  extensive  public  hearings     These  hearings  must  include  all  the 
groups  that  would  be  affected  by  these  changes  (including  the  nonprofit 
community,  local  lenders,  and  concerned  individuals.) 

Furthermore,  the  Federal  Home  Loan  Bank  System  should  be 
permitted  a  year  to  implement  the  Federal  Home  Loan  Moderation  Act  of 
1999  before  new  congressional  directives  are  mandated    No  new  home  loan 
bank  legislation  should  be  considered  before  2001. 

The  GSE'  s  and  community  banks  have  played  an  essential  role  in 
building  the  successful  public/private  partnerships  that  have  helped  stimulate 
the  economic  prosperity  of  America    Any  regulatory  changes  must  be 
carefully  discussed  and  reviewed  in  order  not  to  upset  the  continued  growth 
and  efficiency  of  these  partnerships. 

We  trust  that  you  and  other  members  of  the  committee  and  the 
Congress  will  consider  all  the  foregoing  factors  as  you  debate  the  GSE  issues 
and  the  housing  industry 

We  look  forward  to  hearing  from  you. 

Sincerely, 


'John  Kelly  Carol  Lamberg 
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CENDANT 

Mortgage 


July  13,  2000 


The  Honorable  Richard  Baker 
U.S.  House  of  Representatives 
434  Cannon  House  Office  Building 
Washington,  D.C.  20515 


The  Honorable  Paul  Kanjorski 
U.S.  House  of  Representatives 
2353  Raybum  House  Office  Building 
Washington,  D.C.  20515 


Dear  Representatives  Baker  and  Kanjorksi: 

By  way  of  introduction,  Cendant  Mortgage  is  a  full  service  mortgage  lender  and  a  leader  in 
relationship-driven  mortgage  banking,  serving  real  estate  brokers,  affinity  groups,  credit  unions, 
financial  institutions,  corporations  and  government  agencies.  In  1999,  Cendant  Mortgage 
provided  over  $25  billion  in  mortgage  financing  to  American  home  buyers  and  is  currently 
ranked  as  the  Nation's  sixth  largest  retail  lender  by  Inside  Mortgage  Finance  and  the  third  largest 
online  originator  according  to  National  Mortgage  News.  Our  parent  company,  Cendant 
Corporation,  is  a  global  provider  of  real  estate,  travel,  and  direct  marketing-related  consumer  and 
business  services;  its  franchise  operations  include  real  estate  and  hotel  brands  such  as  Caldwell 
Banker,  Century  21,  ERA,  Ramada,  Days  Inn  and  Howard  Johnson. 

We  would  like  to  provide  our  perspective  and  comments  on  the  proposed  legislation,  HR  3703, 
the  Housing  Finance  Regulatory  Improvement  Act.  Cendant  strongly  believes  that  the  secondary 
mortgage  market  through  the  operations  of  the  government-sponsored  enterprises,  Fannie  Mae 
and  Freddie  Mac,  has  brought  liquidity  and  stability  to  the  mortgage  marketplace.  Through  the 
combined  efforts  of  Ihc  GSEs  and  morigaac  banking  inslilulions  such  as  Cendant  and  others  the 
affordability  of  mortgage  credit  for  American  consumers  has  been  significantly  enhanced.  Today 
America  enjoys  the  highest  level  of  homcownciship  at  any  point  in  our  history. 

We  have  strong  concerns  with  any  provisions  of  Ihc  legislation  that  would  diminish  the  smooth 
operations  of  these  entities  and  reduce  their  ability  to  function  as  they  do  today.  Specifically,  we 
oppose  eliminating  any  statutory  provisions  that  could  disrupt  their  ability  to  meet  their  mission 
to  serve  consumers  in  times  of  economic  crisis  by  moving  into  the  market  when  other  investors 
have  withdrawn  -  such  as  occurred  in  October  of  1998.  Similarly  Congress  should  not  make  any 
statutory  changes  that  would  directly  impact  the  costs  of  mortgages  to  consumers. 
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There  are  two  other  provisions  of  this  legislation  that  cause  concerns.  We  strongly  oppose  the 
proposed  approval  process  for  new  activities  and  the  public  disclosure  requirements.  These 
provisions  will  significantly  interfere  with  Cendant' s  ability  to  work  with  our  secondary  market 
partners  in  developing  innovative  mortgage  products  for  home  borrowers. 

With  regard  to  the  approval  process  for  new  activities,  the  definition  of  what  activities  would  get 
swept  into  this  provision  is  overly  broad.  This  provision  could  hamstring  a  broad  array  of 
activities  that  lenders  like  Cendant  typically  engage  in  with  secondary  market  partners.  Our 
second  concern  with  this  provision  is  that  it  establishes  a  lengthy  regulatory  public  comment 
process.  Finally,  the  standard  forjudging  any  new  activities — that  an  activity  "is  in  the  public 
interest" — is  so  broad  that  it  is  virtually  meaningless. 

The  danger  of  a  provision  such  as  this  is  that  a  mortgage  lender  dealing  with  Fannie  Mae  or 
Freddie  Mac  would  always  face  a  risk  that  its  proposal  for  doing  business  with  these  entities 
would  be  subject  to  expansive  public  disclosures  on  virtually  any  innovative  concept.  A 
competitor  could  pressure  the  regulator  to  demand  public  comment.  Not  only  would  this  inject  a 
lengthy  delay  into  a  company's  plans  to  provide  a  new  product,  but  also  the  end  result  would  be 
tantamount  to  handing  over  a  company's  intellectual  property  to  their  competitors.  Such  a 
requirement  will  hamper  the  development  and  delivery  of  new  and  innovative  products  to 
American  consumers.  We  oppose  this  unworkable  provision. 

HUD  currently  has  authority  to  review  activities  that  Fannie  Mae  and  Freddie  Mac  are  engaged 
in — yet  HUD  is  required  to  protect  the  confidentiality  of  proprietary  information.  We  believe 
this  current  approach  strikes  the  correct  balance  between  regulatory  review  and  protecting  a 
mortgage  lender  and  the  GSE  from  having  their  proprietary  products,  processes,  and  data  open  to 
unrestrained  public  scrutiny. 

We  applaud  the  Subcommittee's  measured  approach  to  this  very  important  national  issue  by  your 
decision  to  hold  a  series  of  hearings  to  obtain  input  from  many  sources  rather  than  prematurely 
voting  on  the  issue  before  all  of  the  facts  are  carefully  considered.  Cendant  strongly  believes  that 
any  statutory  or  regulatory  scheme  that  govems  the  operations  of  the  GSEs  should  protect  the 
American  taxpayer  from  risk  and  should  ensure  that  these  entities  operate  within  their  charters. 
We  would  support  reasonable  changes  thai  need  lo  be  effected  to  reach  that  objective. 

Thank  you  for  your  consideration  of  our  \icv\s. 

Sincerely. 


c:  The  Honorable  James  Maloney 
The  Honorable  Marge  Roukema 
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HOPE 

•^%*«*^  Myn.iom 

Congressman  Paul  E.  Kanjorski 

Ranking  Member 

Subcommittee  on  Capital  Markets,  Securities, 

and  Government  Sponsored  Enterprises 
U.S.  House  of  Representatives 
2353  Rayburn  House  Office  Building 
Washington,  DC  20515-3811 

Dear  Congressman  Kanjorski: 

The  Federal  Home  Loan  Banks  and  the  other  housing  Government  Sponsored 
Enterprises,  FannieMae  and  FreddieMac,  have  recently  been  in  the  Washington  spotlight. 
Hearings  conducted  in  Washington  have  revealed  that  key  federal  officials  have  a  lot  to  learn 
about  these  privately-owned  companies  and  their  public  mission. 

Consider  one  simple  assumption,  which  makes  the  American  system  of  housing  finance 
the  envy  of  the  world:  the  low-down  payment,  long-term  mortgage.  Americans  assume  they  can 
achieve  homeownership  with  a  down  payment  of  less  than  10  percent  and  manageable  mortgage 
payments  for  as  long  as  30  years  because  the  Home  Loan  Bank  System  developed  this  product 
and  made  it  available  through  out  member  lenders. 

Our  product  is  not  available  in  Germany,  France,  Great  Britain,  or  Japan    That 's  one 
reason  the  typical  down  payment  is  35  to  40  percent  in  Germany,  while  homebuyers  in  Japan 
have  to  put  50  to  60  percent  down.  And,  unlike  the  United  Stales,  in  these  foreign  countries  a 
long-term  mortgage  is  very  rare.  In  Canada  mortgages  roll  over  during  the  first  five  years, 
while  the  fixed-rate  term  in  Spain  and  France  is  about  15  years  and  in  Germany  it  sfive  to  ten 
years.  And  in  those  countries  homeowners  cannot  refinance  during  these  periods  or  rates  go 
down  unless  they  pay  huge  penalties. 

One  question  that  should  he  asked  al  the  Washington  hearings  is:    "  Why  are  low  down 
payment,  fixed-rate  mortgages  with  an  option  to  refinance  al  lillle  or  no  cost  .■tu  common  in  the 
United  Stales  and  so  rare  in  the  rest  of  the  industrialized  world?  "  If  thai  question  were  asked, 
part  of  the  an-iwer  would  be:   The  Home  Loan  Banks.  FannieMae  and  FreddieMac    1  am  aware 
of  your  support  of  these  Government  Sponsored  Enterprises  (GSEs):  however,  others  in 
Washington  do  not  seem  to  be  aware  of  their  significance. 

One  question  that  has  been  asked  at  these  Washington  hearings  is  why  we  need  the  Home 
Loan  Banks,  FannieMae,  and  FreddieMac    That 's  why  it  is  important  that  key  officials  in 
Congress  understand  the  Home  Loan  Banks  and  ihe  value  we  provide. 
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And  unfortunately  the  House  Banking  Subcommittee  on  Capital  Markets,  Securities  and 
Government  Sponsored  Enterprises  has  heard  testimony  from  some  supporting  technical 
changes  to  operating  authorities  used  by  the  Home  Loan  Banks.  The  effect  of  these  alterations 
would  decrease,  if  not  hobble,  the  Home  Loan  Bank 's  ability  to  serve.  Consequently,  the 
American  homebuyer,  the  community  banker,  and  non-profit  housing  industry  would  be  hurt. 
And  these  injuries  would  occur  without  furthering  public  policy. 

In  summary,  I  believe  that: 

•  The  Home  Loan  Banks  provide  the  kinds  of  credit  resources  that  enable  community 
bankers  to  fashion  vital  products.  This,  in  turn,  enables  local  lenders  to  provide  the 
financial  lifeblood  to  individuals  and  families,  businesses  and  communities. 

•  The  Federal  Home  Loan  Bank  System  should  be  permitted  a  year  to  implement  the 
provisions  of  the  major  Federal  Home  Loan  Bank  Modernization  Act  of  1999  before 
new  Congressional  directives  are  mandated.  No  Home  Loan  Bank  legislation  should 
be  considered  until  2001. 

•  Any  overhaul  of  the  GSE  regulators  and  changes  to  the  public-private  partnership 
between  the  GSEs  and  the  Federal  Government  ought  to  be  carefully  considered  and 
fidlly  thought  out.  Hearings  will  be  needed  to  be  held  so  that  adequate  input  can  be 
received  by  all  concerned  parties  to  help  identify  and  refine  potential  regulatory 
improvements. 

•  GSEs  and  the  community  banks  are  major  contributors  to  the  strength  of  the  housing 
sector  and  in  turn  to  our  nation 's  prosperity.  And  changes  to  the  terms  of  the 
extraordinarily  successful  public/private  partnership  should  be  done  after  careful 
assessment  and  with  the  goal  of  increasing  efficiency,  market  competition  and  access 
to  home  finance  by  the  American  homebuyer. 

Sincerely. 


r. 
J/ 


\jJ^ 


X.SL^ 


Peter  M  Shields 
Executive  Director 
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COLUMBIA 
RFVER 
BANK 
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170)  N.E   TNrd  Street.  S^ite  6 
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www.ctbmixlgooe.com 

tlonorable  Paul  B.  Kanjorski 

2352  Raybum  House  Office  Building 

Washington.  DC  205 10 

July  18, 2000 
Dear  Honorable  Kanjorski; 

Please  find  this  letter  as  notice  that  I  strongly  disagree  with  bill  HR  3703,  (Housing 
Finance  Regulatory  Improvement  Act  of  2000)  which  would  impact  our  ability  to  operate 
efficiently  with  the  secondary  market. 

Public  Disclosure  of  Information-Section  103 

The  new  Board  regulator  could  require  public  disclosure  of  "financial. 

business,  and  other  information".  I'his  provision  gives  ihc  Roard 

virtually  unlimited  powers  to  force  diixlosure  of  confidential,  proprietary,  and  trade  secret 

data.  I  believe  this  could  open  up  confidential  customer  information  to  scrutiny  by 

competitors,  interest  groups,  and  others. 

If  Fannie  Mac  and  Freddie  Mac  were  forced  to  provide  full  information 

that  could  be  made  public  on  their  mortgage  scoring,  technology 

developments,  loan  pcrfonnance,  etc.  this  would  limit  their  incentive  to  invest  resources  in 

research  and  development,  because  tlieir  work  product  could 

potentially  b«  required  to  bo  fully  disclosed. 

Approval  of  New  Activities—Section  1 10 

I^  Baker  bill  includes  a  proscriplivc,  lengthy  regulatory  process, 

expanding  the  regulatory  review  for  new  and  ongoing  activities,  which 

include  "any  program,  activity,  or  business  process  providing  financing  or  other  services. 

This  proposed  change  will  dramatically  alter  the  standard  for  how  a  program  will  be 
assessed.  The  proposed  standard  is  vague  and  it  would  be  virtually  impossible  for  Fannie 
Mac  to  legally  challenge  a  regulator's  finding. 

Current  law  provides  sufficient  authority  for  a  regulator  to  review 

Fannie  Mae's  activities  without  excessively  hampering  the  ability  of  the 

corporation  to  function  in  a  business-like  manner  and  conduct  its  ongoing  operations  without 

unwarranted  regulatory  encumbrance.  Under  IIR  3703,  the  Government,  not  private 

businesses,  would  decide  which  products  arc  brought  to  the  market  and  in  what  manner. 


65-224  00-16 
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This  proposal  is  damaging  because: 

1)  It  covers  too  broad  a  spectrum  of  activities  from  new  products  to 
business  processes. 

2)  It  establishes  a  cumbersome  public  review  process  that  would  stymie 

innovation.  New  products  would  be  subject  to  full  public  review  before  they  are  brought  to 
market.  Potentially,  this  could  affect  the  GSE's  ability  to  tailor  custom  deals  to  an  individual 
lender's  needs.  Fvcry  lender  would  have  access  to  the 
product  prior  to  the  120  day  approval  process. 

3)  The  approval  process  would  become  highly  politicized—any  competitor 
can  delay  or  stymie  any  new  activity—particularly  because  the  standards 
outlined  in  the  bill  are  so  broad  and  vague. 

In  closing,  because  of  our  relationship  with  the  Secondary  Market  Agencies  wc  have 
automated  underwriting  technology  which  helps  us  reduce  costs  and  improve  the  speed  in 
which  a  loan  is  processed 

I  appreciate  your  time.  Again  I  must  convey  my  concern  about  HR  3703  and  urge  careful 
con»deratipn  of  diis  bill. 
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ICountrywide* 


AJ^OELO  R.  MOZILO.  LL.D. 

Chairman  and  Chief  Executive  Officer 


4500  Park  Cranada 
Calabasas.  California  91302 

(818)  225-3000 


July  19.  2000 


The  Honorable  Paul  Kanjorski 
U.S.  House  of  Representatives 
Washington,  D.C.  20515 

Dear  Representative  Kanjorski, 

On  behalf  of  Countrywide  Home  Loans,  I  am  writing  to  share  our  thoughts 
concerning  your  proposed  legislation  H  R  3703,  the  "Housing  Finance  Regulatory 
Improvement  Act "  We  are  pleased  you  have  invited  representatives  from  the 
homeownership  and  mortgage  finance  industries  to  the  July  20"'  hearing  to  gain  their 
input  on  the  proposed  bill    Clearly,  passage  of  this  bill  would  have  a  negative  impact  on 
how  we  all  do  business  in  this  country. 

The  development  of  the  secondary  market  has  been  critical  to  making  the  dream 
of  owning  a  home  possible  for  many  Americans    The  creation  by  Congress  of  the 
Government  Sponsored  Enterprises  ("GSEs")  gave  true  muscle  to  the  secondary  market 
allowing  mortgage  lenders  access  to  funds  even  during  times  of  volatile  market  changes. 
Fannie  Mae  has  become  an  invaluable  business  partner  for  mortgage  lenders  with  its 
ability  to  swiftly  and  deftly  respond  to  changes  in  the  financial  market  and  make  new  and 
better  products  available  to  meet  the  changing  housing  needs  of  our  country 

We  are  concerned  that  H  R  3703  could  severely  limit  that  ability  to  respond  to 
market  needs   The  proposed  bill  would  require  a  regulatory  review  for  all  new  "activity" 
which  (i)  is  significantly  different  from  prior  approved  programs  or  (ii)  represents  an 
expansion  of  programs  above  limits  expressly  contained  in  any  prior  approval    To  obtain 
such  approval  would  require  submission  for  publication  in  the  Federal  Register  for  a 
comment  period  of  not  less  than  30  days  and  subsequent  approval  by  the  newly  created 
Board    We  are  very  concerned  that  this  will  significantly  curb  new  product  introduction 
and  will  produce  a  negative  drag  on  the  market    It  is  exactly  the  facility  of  Fannie  Mae  to 
respond  to  changes  in  interest  rates  and  other  market  and  economic  conditions  by  making 
new  products  available  that  provides  stability  in  the  mortgage  market  and  allows  more 
consumers  to  obtain  mortgages  even  when  rates  are  edging  up    Especially  in  a  rising  rate 
market,  we  are  at  a  loss  as  to  why  the  government  would  move  to  severely  limit  that 
flexibility 
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Other  provisions  of  H  R  3703  would  require  the  GSEs  to  publicly  disclose 
financial,  business  and  other  information  on  an  annual  basis    While  we  acknowledge  the 
need  for  regulatory  oversight,  we  strongly  believe  the  Board  must  be  required  to  give 
great  deference  to  the  need  to  protect  proprietary  information  -  especially  information 
provided  by  mortgage  lenders  working  with  the  GSEs  to  develop  new  business  processes 
and  products    Making  such  information  public  in  advance  of  full  development  will  place 
innovative  lenders  at  a  tremendous  disadvantage  and  will  serve  as  a  serious  disincentive 
for  lenders  to  work  with  the  GSEs  on  such  endeavors. 

Finally,  we  are  also  concerned  that  certain  provisions  of  H  R  3703  might  have  the 
unintended  effect  of  increasing  the  cost  of  credit  for  many  consumers  by  increasing  the 
cost  of  funds  for  the  GSEs    As  drafted,  the  bill  would  repeal  the  current  Treasury  lines  of 
credit  that  are  currently  available  for  the  enterprises    It  would  also  give  the  newly  created 
Board  the  authority  to  limit  the  nonmission-related  assets  that  an  enterprise  could  hold  at 
any  time    We  believe  that  both  of  these  provisions  would  have  a  direct  impact  on  the  cost 
of  funds  for  the  GSEs  -  specifically  it  would  increase  their  cost  and  thereby  increase  the 
cost  for  consumers    While  we  are,  of  course,  cognizant  of  the  importance  of  maintaining 
the  safety  and  soundness  of  the  GSEs,  any  curtailment  of  their  financial  flexibility  must 
be  carefully  weighed  against  the  potential  adverse  impact  on  their  ability  to  fulfill  their 
missions. 

We  appreciate  the  opportunity  to  share  these  concerns  with  you  and  the 
Subcommittee  and  we  welcome  the  opportunity  to  work  with  you  and  your  staff  to  make 
improvements  in  the  mortgage  market    If  we  can  provide  additional  information,  please 
do  not  hesitate  to  contact  me  or  Sandy  Samuels  (81 8-225-3505) 

Sincerely, 


ngelo  R  Mozilo 
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First 

Hop  f  "70  W  Carroll  M.  Justice 

I  IV^IVI^V^IX.  Executive  Vice  President 

HOME  LOANS  Capital  Markets 


July  12,2000 


The  Honorable  Paul  Kanjorski 

Congressman 

2353  Raybum  House  Office  Building 

Washington,  DC  20515 


Dear  Congressman  Kanjarski: 

Proposed  House  Bill  HR  3703  would  place  significant  and  undesirable  restrictions  on  the 
Government  Sponsored  Enterprises  (GSE's.)  The  net  effect  of  this  legislation  will  be  to  reduce 
liquidity  for  mortgage  lending  and  increase  the  cost  of  home  ownership. 


HR  3703  eliminates  the  "Call"  that  the  GSE's  have  on  the  Treasury  in  time  of  financial  crisis. 
The  ability  to  raise  funds  and  use  them  to  support  the  housing  finance  market  is  critical  to  that 
market.  Over  the  last  several  years,  we  have  seen  a  reduction  in  the  type  and  number  of  investors 
that  purchase  mortgage  assets;  thus  reducing  liquidity  available  to  the  housing  market.  The 
GSE's  improve  liquidity  through  the  insurance  of  debt  and  through  their  ability  to  use  Treasury 
funds  to  support  an  orderly  housing  fmance  market. 

In  the  fall  of  1998,  liquidity  in  the  financial  markets  dried  up  due  to  the  collapse  of  the  Russian 
financial  system  and  Long  Term  Capital,  a  hedge  fund.  Without  the  liquidity  injection  of  the 
GSE's  we  would  have  seen  a  significant  disruption  to  the  housing  finance  market.  As  it  was,  the 
sub  prime  market  (not  supported  directly  by  the  GSE's)  did  collapse.  The  "Call"  on  the  Treasury, 
not  only  allows  the  GSE's  to  have  a  funding  source  back  up  for  just  this  type  of  situation,  but  also 
assures  investors  in  GSE's  debt,  that  risk  of  defauh  is  low;  thus  improving  the  GSE's  ability  to 
laibc  fuiiJb  vvlien  needed  aiid  ai  a  reasonable  ir.iercsi  rate. 

A  provision  of  HR  3703  would  require  a  90  day  pre  announcement  of  all  new  lending  programs, 
contemplated  b\  the  GSEs.  This  provision  will  severely  limil  ihe  GSEs  abilil\  lo  create  new 
and  innovative  lending  programs. 

Many  mortgage  lenders,  work  closely  with  the  GSE's  to  develop  new  lending  programs.  We 
pilot  the  program  together  and  work  out  the  kinks  before  they  are  released  to  the  general  market. 
The  benefit  to  the  "pilot"  lender,  for  the  work  incurred,  is  to  have  a  head  start  on  the  competition; 
Without  this  head  start,  no  lender  wants  to  spend  the  time  and  effort  to  develop  a  program  that 
may  not  work  and  will  be  available  to  his  competition  immediately  upon  completion  of  the 
program.  By  pre- viewing  the  program,  Ihe  benefit  of  piloting  is  taken  away. 


Firtt  Horizon  Home  Loan  Corporation 
4000  Horizon  VCay 
Irving,  TX  75063 
Phone:  114-441. S400 
Fu:2l4-44l-S499 
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We  at  First  Horizon  Home  Loan  Corporation  strongly  oppose  the  current  provisions  of  HR  3703. 
It  does  not  improve  how  we  as  mortgage  lenders  do  business.  It  may  serve  to  reduce  liquidity  in 
an  industry  that  is  already  experiencing  reduced  investor  demand.  It  will  also  increase  housing 
cost  to  all  Americans  with  the  dream  of  home  ownership. 


Sincerely, 


c 


Carroll  M.  Justice 
Executive  Vice  President 


CM:sr 


JMFi^^t 
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A.  WllllMD  Schenck 
( 1i:ilriniin  siml  OIO 

Meet  Mitrticayc  (jrmip 

«)3-92*-79»0 

It    to  -^rv^  \»\my'K'*-i'n>i 

July  IB,  ZUUU  Mull  Slii|i:  S<    (  O  2(191 

I.X.«.«  KtuliiNlrvH 
(  ••lifiiilHii.  S(    :«:il-^2tH 

The  Honorable  Richard  Baker 
434  Cannon  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dcax  Representative  Baker: 

I  am  writing  to  express  my  opposition  to  HR  3703  as  it  is  currently  drafted.  As  Chairman  and 
CFO  of  Fleet  Mortgage  Group,  I  work  every  day  to  help  families  achieve  their  dream  of 
homeownership.    Several  of  the  provisions  of  HR  3703  will  harm  our  industry  and  more 
importantly  harm  the  potential  homeowners  we  work  to  serve. 

There  arc  several  sections  of  this  bill  that  raise  concerns  to  myself  and  others  in  our  industry. 
HR  3703  will  hurt  consumers,  limit  lender's  business  opportunities  and  expand  the  government's 
control  over  the  private  housing  industry. 

Consumers  are  best  served  by  an  agile  marketplace  that  encourages  innovation  and  the 
development  of  new  products  that  meet  consumer's  needs.     Fannie  Mae  and  the  secondary 
market  are  critical  to  our  efforts  to  develop  and  bring  to  market  new  mortgage  products.    I  TO 
3703  requires  that  any  new  mortgage  product  sold  to  Fannie  Mae/Freddie  Mac,  or  any  new 
business  prHcess  that  either  company  develops,  be  submitted  to  the  Federal  Register  for  a  90-day 
comment  period.  The  new  regulator  would  Uicn  decide  whether  the  public  should  have  access  to 
this  new  product  based  on  a  vague  standard  that  the  product  or  business  process  is  in  the  "public 
interest". 

This  proposed  legislation  federalizes  the  operations  of  a  well-managed  company  and  ignores  the 
realities  of  Ihe  marketplace.  A  lender  vkith  a  new  idea  who  would  like  to  be  the  first  in  the 
market  would  have  to  wail  for  this  entire  regulator)-  process  to  utifold    Also,  any  proprietary 
information  imbedded  in  the  product  design  would  be  subject  to  full  disclosure 

Section  103  allows  the  new  Board  regulator  to  require  public  disclosure  ol  "financial,  business, 
and  other  information"  This  provision  gives  the  Board  nearly  unlimited  powers  to  force 
disclosure  of  confidential,  proprietary,  iind  trade  secret  information. 
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Fleet  Mortgage  recently  woiked  wnth  Fannie  Mae  to  develop  a  product  called  the  FleetOne 
Mortgage.  This  product  serves  consumes  by  streamlining  the  approval  process  and  reducing 
costs.    If  HR  3703  \vere  enacted,  our  incentive  to  devote  valuable  time  and  resources  into  new 
products  would  be  hampered.  Hie  end  result  is  that  the  consumer's  mortgage  choices  would  be 
unnecessarily  limited. 

I  know  the  House  Banking  Subcommittee  on  Capital  Markets  and  Oovemment  Sponsored 
Enterprises  is  meeting  on  July  20  to  hear  testimony  from  some  of  the  industry  groups  affected  by 
this  proposed  legislation.    As  an  active  Mortgage  Banker.  I  hope  you  and  your  committee  will 
consider  my  conunents  on  the  impact  of  this  legislation. 

Thank  you. 

Sincerely, 


A.  William  Schenck 
Chairman  and  CEO 
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July  17, 2000 


I 


Rick  L  McGuIre 
President 

Irwin  Mortgage  Corporation 

P.O.  Box  B089 

Indlsnapollc,  Indiana  46206-6089 

9265  Counselor's  Row 

Indlanapolla,  Indiana  46240-1400 

317.844.7788 

317.673.8559  Fax 


The  Honorable  Paul  E,  Kanjorski 
United  States  House  of  Representatives 
2353  RHOB 
Washington,  DC  20515 

Dear  Representative  Kanjorski: 

As  the  president  of  a  tnid-size  mortgage  banking  company,  which  deals  primarily 
with  first  time  and  low  to  moderate  income  borrowers,  I  am  writing  you  with 
concerns  I  have  regarding  the  Housing  Finance  Regulatory  Improvement  Act  of 
2000.  It  is  not  clear  to  me  what  the  motivation  is  for  proposing  this  legislation, 
but  it  is  very  clear  that  it  could  have  a  significant  negative  effect  on  how  Fannie 
Mae  and  Freddie  Mac  currently  support  lenders  such  as  ourselves. 

I  do  not  argue  that  appropriate  oversight  and  checks  and  balances  are  necessary  in 
business.  However,  I  feel  the  appropriate  oversight  for  the  GSEs  exists  today,  I 
can  only  see  your  proposed  legislation  taking  an  efilcient  working  system  to  a 
more  bureaucratic  slower  way  of  doing  business. 

The  mortgage  market  place  is  dynamic  and  fast  changing.  In  order  for  our 
company  to  compete  with  the  big  banks  and  portfolio  lenders,  we  need  prompt 
attention  and  quick  execution.  The  GSEs  have  been  great  partners  and  have 
allowed  us  to  better  serve  our  customers  and  remain  competitive  with  larger 
institutions. 

Our  company  strongly  opposes  this  proposed  legislation,  and  we  urge  you  to 
reconsider  your  position. 

Sincerely, 


Rick  L.  McGuire 
President 
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July  12,  2000 

The  Honorable  Richard  Baker 
434  Cannon  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  Baker: 

I  am  writing  to  express  my  opposition  to  the  provisions  in  HR  3703  As  the  past  president  of  the  Texas 
Mortgage  Bankers  Association  and  due  to  my  active  involvement  in  the  State  Liaison  Committee  for  the 
Mortgage  Bankers  Association  of  America,  I've  met  and  talked  with  many  others  who  do  not  support 
this  legislation 

Of  utmost  concem  is  Section  110,  the  provision  that  expands  the  regulatory  review  process  for  "new 
activities"  for  the  Government  Sponsored  Enterprises  (GSE)  Under  this  procedure,  where  new 
activities  must  be  published  in  the  Federal  Register  for  a  comment  period,  the  GSEs  would  lose  their 
innovation.  This  would  hinder  the  mortgage  community's  ability  to  woric  with  the  GSEs  to  bring  new 
and  creative  products  to  our  customers.  I  have  personally  demonstrated  Fannie  Mae's  innovations 
such  as  desktop  underwriting  (DU)  and  Timely  Payment  Rewards  to  potential  homebuyers.  My  visits 
were  from  the  border  between  the  United  States  and  Mexico  to  some  of  the  larger  inter-city  minority 
communities  During  these  calls  I  had  the  privilege  of  seeing  the  expression  of  hope  in  the  eyes  of 
people  that  never  felt  the  opportunity  for  homeownership  was  meant  for  their  family  Fannie  Mae's  DU 
and  Timely  Payment  Rewards  provided  the  vehicle  of  hope  Why  change  something  that  is  working  so 
well? 

This  provision  covers  too  broad  a  spectrum  of  activities.  It  covers  everything  from  new  products  to 
business  processes.  This  would  create  too  much  government  regulation,  not  allowing  the  GSEs  to 
make  any  changes  in  the  way  they  do  business  with  their  customers  without  first  waiting  no  less  than 
30  days  to  hear  the  decision  of  the  board  I  was  employed  by  Fannie  Mae  from  1967  to  1969  when  the 
Association  changed  to  its  present  structure.  I  know  what  it  was  like  before  This  provision  would 
literally  take  Fannie  Mae  back  to  a  past  that  would  make  it  difficult  if  not  impossible  for  a  dynamic 
corporation  to  exist  in  the  modern  world  of  technology  and  change 

I  have  worked  with  Fannie  Mae  and  Freddie  Mac  for  a  number  of  years  and  applaud  them  for  their 
commitment  to  increasing  homeownership  rates  If  HR  3703  moves  forward  in  its  current  form, 
mortgage  bankers  across  the  country  will  be  affected.  This  bill  will  have  a  huge  impact  on  the  way  we 
do  our  business  I  encourage  you  to  consider  my  comments  when  the  House  Banking  Subcommittee 
on  Capital  Markets  and  Government  Sponsored  Enterprises  meets  again  on  July  20  Thank  you 

Sincerely,^^ 

Bud  Terrell 

CEO  New  America  Financial 

cc:  Rep.  Paul  Kanjorski 


New     America     Financial     •     3131     Turtlc    Crcck    eouLCVARO     •     Dallas.    Tckas    78ai' 
214    S99    2300      •      800    356    5363      ■      214.999.3400    PAX 
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July  18,  2000 


The  Honorable  Richard  Balcer 
434  Cannon  House  Office  Building 
U.S.  House  of  Representatives 
Washington,  DC  20515 

Dear  Representative  BaKer: 

I  understand  that  you  are  continuing  to  nolo  hearings  with  regard  to  HR  3703.  As  CEO 
of  North  American  Mortgage  Company,  one  of  the  nation's  largest  residential  lenders,  I 
felt  it  important  to  convey  my  views  with  respect  to  certain  aspects  of  the  proposal. 

Rrst  of  all,  let  me  make  it  clear  that  while  North  American  Mortgage  is  a  wholly  owned 
subsidiary  of  a  financial  Insbtution,  DIME  SAVINGS  BANK,  we  do  not  share  the  same 
access  to  balance  sheets  and  capital,  as  do  our  similarly  sized  competitors.  Our  primary 
strength  and  ability  to  meet  the  needs  of  our  customers  comes  from  the  quality  and 
talent  of  our  staff,  and  to  a  large  measure,  the  ability  of  Fannie  Mae  to  provide  us  with 
product  and  pricing.  Without  the  capabilities  of  the  agencies,  we  and  many  other 
virtually  independent  mortgage  bankers  would  be  competitively  disenfranchised  by  the 
major  bank-owned  mortgage  companies  (e.g.  Chase,  B  of  A,  Reet,  Citicorp,  etc.). 

One  more  troubling  aspect  of  HR  3703  deals  with  the  proposed  process  for  new 
produdi/process  development  by  the  agencies.  The  approach  contemplated,  which 
involves  public  comment  periods  with  detailed  disctosures,  would  be  counter-productive 
to  both  enhancing  home  ownership  and  to  mortgage  industry  competitiveness. 

Enhancing  the  rate  of  home  ownership  requires  a  continuing  process  of  product  re- 
design and  risk/return  assessment.  Doing  this  effectively  involves  not  only  the 
CTeativity  of  the  agencies,  but  also  that  of  the  many  lenders  selling  to  them.  Lenders 
are  often  the  catalysts  for  stimulating  new  ideas  and  programs  by  the  agencies,  based 
on  the  feedback  from  their  referral  sources  and  the  consumers  that  they  serve.  Most  of 
us  do  not  have  the  wherewithal  to  develop  and  support  the  programs  on  our  own. 
Without  the  agencies,  the  products  would  not  be  offered  or  we  would  be  dependent  on 
the  good  graces  of  the  large  banks,  which  are  at  the  same  time,  our  fiercest 
competitors. 
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Any  process  which  would  expose  new  programs  to  lengthy,  (90  days  is  an  eternity  in 
the  mortgage  business)  vague  reviews,  implicitly  grants  an  unfair  competitive 
advantage  to  those  players  that  have  captive  balance  sheets  and  high  levels  of  capital 
available  to  them. 

If  there  were  any  evidence  that  the  agencies  have  done  a  poor  job  of  managing  risk,  I 
would  be  in  full  support  of  these  efforts  to  constrain  their  aajvity.  But  given  their  track 
record  and  the  essential  role  they  fill  in  not  only  providing  liquidity,  but  in  insuring 
competitiveness,  I  hope  you  will  reconsider  at  least  this  aspect  of  HR  3703. 

Thank  you. 

Sincerely, 
X7 


Richard  A.  Mirro 

CEO/Chairman 

Nortti  American  Mortgage  Company 

Cc:  Rep.  Paul  Kanjorski 
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July  17,  2000 

\  "I  ?QJJ^ 

The  Honorable  Paul  Kanjorski  J\JL  i  '  '^^         • 

US  House  of  Representatives 
Washington,  DC.  02515 

Dear  Representative  Kanjorski: 

I  am  writing  to  express  concern  vi^ith  regard  to  House  Bill  H.R.  3703  The  GSE's  have  t)een  very 
effective  in  providing  low  cost  mortgage  financing  and  home  ownership  They  have  also  provided  for  a  very 
efficient  secondary  market  which  has  maintained  a  constant  source  of  mortgage  funds  to  all  areas  of  the 
country  regardless  of  local  economic  conditions.  Their  innovative  mortgage  programs  and  technology  have 
significantly  increased  the  spectrum  of  Americans  who  qualify  for  mortgages  while  reducing  the  cost  of 
obtaining  the  mortgage 

Section  1 10  of  the  bill,  wrhich  requires  approval  of  the  Board  for  all  new  programs  and  innovations,  and 
also  requires  publication  in  the  Federal  Register  for  public  commentary,  is  most  disconcerting.  The  GSE's  play 
a  critical  role  in  keeping  competition  prevalent  in  the  mortgage  market.  There  are  companies  who  dominate 
the  market  and  industry  trade  groups  who  are  threatened  by  the  uniqueness  of  the  agencies'  innovative 
products  and  expanded  use  of  technology.  These  innovations  have  been  critical  in  bringing  competition  and 
reduced  mortgage  cost  to  the  market  by  providing  technology  and  mortgage  programs  to  small  and  medium 
size  companies  which  otherwise  could  not  afford  to  offer  or  obtain  these  objectives 

Fannie  Mae  has  partnered  with  Plymouth  Savings  Bank  and  other  mortgage  providers  to  introduce  new 
creative  mortgage  programs,  some  specifically  designed  to  meet  the  needs  of  the  community  which  we  serve. 
Section  110  would  allow  our  competitors  to  delay  or  possibly  prevent  our  offering  these  mortgage  programs, 
stifling  competition  in  the  mortgage  market. 

I  am  also  concerned  about  the  potential  negative  impact  of  the  Bill  regarding  the  cost  and  liquidity  of 
mortgage  funds  I  will  point  out  the  agencies  did  not  abandon  New  England  during  the  difficult  economic  times 
incurred  during  the  late  1980's  and  eariy  1990's  Many  private  providers  of  mortgage  financing  and  insurance 
either  curtailed  their  New  England  operations  or  significantly  increased  the  cost  due  to  the  increased  economic 

risk 

The  current  number  of  Americans  qualifying  for  home  mortgage  financing  is  the  greatest  in  our  history 
The  cost  of  obtaining  financing  has  been  significantly  reduced  due  to  technological  innovations  and 
competition  currently  occurring  in  the  market  place  I  would  suggest  the  GSE's  should  be  credited  with  much 
of  this  success 

Respectivejv, 

W  David  Brennan 
Senior  Vice  President 

WDB/Igd 
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My  name  is  Steve  Bartlett  and  I  am  the  President  of  The  Financial  Services 
Roundtable.  Thank  you  for  inviting  me  to  testify  today  on  H.R.  3703,  the  Housing 
Finance  Regulatory  Improvement  Act  of  2000.  The  Roundtable  supports  this  bill.  While 
there  are  some  areas  of  the  bill  which  may  need  improvement,  H.R  3703  establishes  a 
framework  that  will  allow  regulators  proper  authority  to  control  mission  expansion  by 
the  government  sponsored  enterprises. 

The  Financial  Services  Roundtable  is  a  national  association  whose  membership  is 
reserved  for  100  companies  selected  from  the  nation's  150  largest  integrated  financial 
services  firms.  The  member  companies  of  the  Roundtable  engage  in  a  wide  range  of 
finsincial  activities,  including  banking,  securities,  insurance,  and  other  financial  service 
activities. 

The  Roundtable  is  a  CEO-driven  association  that  advocates  the  interests  of 
integrated  financial  institutions  primarily  in  the  Congress,  the  federal  agencies,  and 
federal  courts. 

Let  me  begin  today  by  commending  the  Chairman  for  introducing  this  legislation 
and  for  holding  a  series  of  hearings  on  this  important  topic.  The  Roundtable  appreciates 
the  time  and  resources  that  Chairman  Baker,  Ranking  Member  Kanjorski  and  all  of  the 
members  of  this  Subcommittee  have  devoted  to  this  issue.  The  role,  mission,  and 
activities  of  government  sponsored  enterprises  deserves  periodic  review,  and  the 
Subcommittee's  work  in  this  area  has  promoted  open  and  honest  discussion  of  many  of 
the  key  issues  related  to  GSE's. 

Before  I  present  our  views  on  the  legislation,  let  me  provide  some  background  on 
the  Roundtable's  general  views  on  this  issue.  As  in  many  areas,  the  policy  issues  related 
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to  GSE's  are  complex.  Reasonable  people  can  come  to  very  different  conclusions  about 
the  best  course  of  action  in  this  area.  Indeed,  the  Roundtable's  membership  holds 
diverse  views  on  this  subject.  Nonetheless,  the  views  that  I  present  today  represent  the 
predominant  views  of  the  majority  of  our  member  companies. 

Let  me  also  state  that  the  Roundtable  is  not  opposed  to  all  of  the  activities  of 
GSE's.  Fannie  and  Freddie  have  played  a  key  role  for  several  decades  in  providing 
liquidity  to  mortgage  markets.  The  Roundtable  commends  them  for  their  success  in 
fulfilling  this  core  mission.  Also,  the  Federal  Home  Loan  Banks  should  be  commended 
as  well.  One  recent  Federal  Home  Loan  Bank  innovation  that  deserves  praise  is  the 
Mortgage  Partnership  programs.  These  programs  are  designed  to  increase  capital 
available  for  mortgage  lending  and  provide  commercial  banks  and  thrifts  competitive 
alternatives  in  the  secondary  mortgage  market.  As  with  any  dynamic  business 
environment  the  increased  competition  translates  into  better  rates  and  ultimately  lower 
prices  for  consumers. 

Structure  of  Supervisory  Agencies  and  Regulatory  Authority 

H.R.  3703  would  establish  a  new  regulatory  regime  for  supervision  and 
regulation  of  GSE's  by  combining  safety  and  soundness,  and  mission  regulatory 
authority  under  one  agency,  the  Housing  Finance  Oversight  Board.  The  Roundtable 
supports  this  approach.  Under  the  existing  regulatory  structure,  safety  and  soundness 
and  mission  regulation  for  Fannie  Mae  and  Freddie  Mac  are  split  among  the  Office  of 
Housing  and  Urban  Development  and  the  Office  of  Federal  Housing  Enterprise 
Oversight  (OFHEO).  Conversely,  the  Federal  Housing  Finance  Board  regulates  both 
mission  and  safety  and  soundness  of  the  Federal  Home  Loan  Banks.  The  Roundtable 
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believes  that  dividing  mission  and  safety  and  soundness  regulation  between  two 
regulators  weakens  the  ability  of  regulatory  agencies  to  fulfill  their  responsibilities.    For 
example,  investing  in  certain  nonmission  assets  may  have  both  safety  and  soundness 
and  mission-related  implications.  By  having  authority  to  address  both  topics,  the 
regulator  v^ill  be  better  able  to  look  at  a  GSE's  acti\ities  in  total  and  make  appropriate 
judgements. 

The  bill  would  also  change  the  manner  in  which  the  regulators  are  funded. 
Currently,  OFHEO  is  subject  to  a  highly  politicized  appropriations  process,  unlike 
virtually  any  other  federal  financial  regulator.  Mr.  Chairman,  we  applaud  you  for 
recognizing  that  financial  independence  is  critical  to  the  stability  of  any  regulatory 
agency.  Although  at  times  Roundtable  members  have  disagreements  with  their 
regulators,  we  believe  that  strong  and  independent  regulation  is  one  of  the  critical 
components  of  their  acceptance  by  consumers  and  investors  both  domestically  and 
internationally. 

By  ensuring  that  adequate  and  timely  funding  is  available  by  allowing  the  newly 
established  oversight  board  to  directly  assess  the  institutions  it  regulates,  your  bill 
ensures  that  the  new  agency  and  the  job  it  does  will  be  free  from  the  problems  presented 
by  unpredictable  funding  or  political  interference. 

I  want  to  note  again  that  OFHEO  is  the  only  federal  financial  safety  and 
soundness  regulator  that  is  currently  subject  to  the  appropriations  process.  The  federal 
regulators  that  oversee  our  companies,  including  the  SEC,  OCC,  Federal  Reserve,  OTS, 
FDIC  and  FTC  are  not  subject  to  the  appropriations  process  as  is  OFHEO.  The 
Roundtable  would  support  immediate  action  to  remove  OFHEO  from  the 


492 


appropriations  process  now.  The  strength  provided  by  such  action  will  ensure  adequate 
resources  while  this  bill  is  debated  further. 

Approval  of  New  Activities 

The  bill  would  put  in  place  a  process  for  Board  approval  of  new  activities  that  the 
GSE's  wish  to  undertake.  The  approach  proposed  in  this  bill,  namely  to  require 
publication  of  new  activities  in  the  Federal  Register  and  allow  for  public  comment, 
maybe  overly  restrictive.  However,  the  Roundtable  agrees  vwth  the  intent  behind  this 
provision.  The  current  system  for  containing  mission  creep  does  not  work.  Take  for 
example  two  activities  that  Fannie  and  Freddie  have  undertaken  that  the  Roundtable 
believes  goes  beyond  their  intended  mission.  Fannie  Mae  has  developed  a  program 
where  it  will  purchase  home  equity  loans  originated  at  Home  Depot  stores.  Ostensibly, 
these  funds  are  then  used  for  home  improvement  purposes.  However,  the  Roundtable 
questions  whether  home  equity  loans  in  general,  and  loans  originated  through  this 
program  in  particular,  are  within  the  scope  of  Fannie  Mae's  mission.  Over  70  percent  of 
home  equity  loans  are  used  for  general  consumer  credit  purposes,  including  credit  card 
consolidation,  purchasing  new  automobiles  or  boats,  financing  education,  or  purchasing 
other  goods.  Such  loans  do  not  further  Fannie's  mission,  not  even  when  the  loan 
proceeds  are  used  solely  to  purchase  goods  from  Home  Depot. 

Another  example  is  the  Freddie  Mac  Home  Steps  Home  Buying  Center.  Through 
this  program,  Freddie  Mac  sells  REO  property  directly  to  consumers.  In  fact,  Freddie 
Mac  has  opened  a  storefront  in  a  California  strip  mall,  where  consumers  can  view 
pictures  of  property,  pre-qualify  for  a  loan,  visit  the  homes  v^dth  a  Home  Steps  buying 
counselor,  purchase  the  home,  apply  for  a  loan,  have  the  home  inspected,  and  close  on 
the  home.  An  earlier  version  of  the  marketing  material  for  this  program  promotes  this 
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"new  way  to  buy  a  home."  According  to  this  brochure,  "most  home  purchases  require 
visiting  several  locations  in  different  parts  of  town:  a  real  estate  office,  a  lending 
institution,  and  an  escrow  company.  At  HomeSteps,  each  of  these  steps  can  be  taken 
care  of  under  one  roof— the  HomeSteps  Home  Buying  Center."  The  implication  of  this 
statement  is  clear:  it  is  no  longer  necessary  to  go  to  a  bank,  a  thrift  or  another  lender  to 
get  a  mortgage  loan  because  Freddie  Mac  can  provide  at  their  store.  Perhaps  most 
troubling,  Freddie  emphasizes  its  close  relationship  to  the  federal  government  by  stating 
clearly  on  the  front  of  the  brochure  that  Freddie  Mac  is  a  "Congressionally  Chartered 
United  States  Corporation."  While  Freddie's  and  Fannie's  charters  expressly  prohibit 
them  from  engaging  in  primary  market  activities,  Freddie  obviously  does  not  believe 
that  using  a  retail  storefront  to  sell  homes  and  issue  loans  is  a  primary  market  activity. 

In  1984,  while  a  member  of  the  House  Banking  Committee,  I  was  a 
primary  author  of  the  Secondarj'  Mortgage  Enhancement  Act  to  remove  regulatory 
impediments  to  secondary'  mortgage  transactions  for  the  GSE's  and  private  companies. 
While  I  am  proud  of  my  work  on  that  legislation,  I  do  wish  that  the  Committee  had  the 
knowledge  that  we  have  today  regarding  the  willingness  of  Fannie  and  Freddie  to  push 
their  mission  beyond  the  primary  goal  of  promoting  liquidity  for  secondary  market 
mortgage  transactions.  If  we  had  addressed  this  issue  back  then,  I  might  not  be  sitting 
here  today  expressing  our  concerns  about  mission  creep. 

Nonmission  Related  Assets 

H.R.  3703  would  place  limits  on  the  non-mission  related  assets  of  the  GSE's.  The 
Roundtable  supports  this  provision.  As  discussed  previously,  the  GSE's  often  undertake 
actions  that  go  far  beyond  what  the  original  intent  of  their  mission  appears  to  have  been. 
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Providing  the  regulator  with  sufficient  authority  to  address  nonmission  related  assets 
will  help  to  address  this  issue. 

Yearly  Review  of  Enterprises  by  Rating  Organizations 

The  Roundtable  supports  the  provisions  in  H.R.  3703  that  would  require  the 
GSE's  to  be  rated  by  two  nationally  recognized  rating  agencies  on  an  annual  basis. 
Evidence  supports  the  assertion  that  GSE's  have  an  implicit  government  guarantee 
beyond  the  explicit  benefits  afforded  to  the  enterprises  from  the  federal  government. 
Requiring  this  analysis  vsdll  help  to  quantify  this  benefit  for  policymakers  and  the  public 
and  promote  greater  transparency  in  debt  markets. 

Risk-Based  Capital 

The  Roundtable  agrees  with  the  changes  to  the  statutory  requirements  for  risk- 
based  capital  that  this  bill  proposes.  The  exiting  statutory  standards  for  OFHEO's  risk- 
based  capital  requirements  are  overly  complicated  and  have  contributed  to  the  eight- 
year  delay  in  promulgating  final  regulations.  Capital  regulations  are  one  of  the  major 
tools  that  financial  regulators  use  in  regulating  safety  and  soundness.  This  proposal 
provides  the  regulators  with  greater  flexibility  to  establish  appropriate  capital 
regulations. 

Conclusion 

Chairman  Baker,  Ranking  Member  Kanjorski,  and  all  members  of  the 
Subcommittee  thank  you  for  allowing  me  the  opportunity  to  appear  here  today.  The 
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Roundtable  complements  the  work  you  have  done  by  considering  this  legislation.  The 
financial  services  industry  recently  has  undergone  a  broad  review  of  the  overall 
regulatory  structure  in  which  we  operate.  The  House  Banking  Committee,  as  well  as 
several  other  Congressional  Committees,  are  in  the  process  of  reviewing  the  regulatory 
framework  governing  swaps  and  other  derivatives.  Likewise,  it  seems  appropriate  that 
Congress  consider  the  regulatory  framework  governing  GSE's  and  this  well-thought  out 
legislation  to  address  GSE-related  issues. 

I  will  be  glad  to  answer  any  questions  that  the  Committee  might  have. 
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INTRODUCTION 

Chairman  Baker  and  members  of  the  Subcommittee,  I  am  Dennis  R.  Cronk.  president  of 
the  NATIONAL  ASSOCIATION  OF  REALTORS®.  I  am  a  REALTOR®  and  broker/owner  with 
the  firm  of  WaldvogeL  Poe  and  Cronk  Real  Estate  Group,  Inc.,  a  full  service  residential  and 
commercial  real  estate  brokerage  and  management  firm  headquartered  in  Roanoke.  Virginia.  On 
behalf  of  the  NATIONAL  ASSOCIATION  OF  REALTORS®  I  am  pleased  to  offer  our  views  on 
H.R.  3703,  the  "Housing  Finance  Regulatory  Improvement  Act."  REALTORS®  believe  that  it  is 
prudent  that  Congress  consider  the  workings  of  the  residential  secondary  mortgage  market  from 
time  to  time  and  evaluate  the  effectiveness  of  Fannie  Mae  and  Freddie  Mac  in  their  capacity  as 
facilitators  of  the  secondary  mortgage  market  and  investors  in  home  mortgage  loans.  Recent 
revisions  in  the  mission  of  the  Federal  Home  Loan  Banks  whereby  member  banks,  moving 
beyond  their  traditional  role  of  providing  advances  to  member  institutions  for  housing  finance, 
are  participating  in  a  fledgling  secondary  market  alternative  to  that  provided  by  Fannie  Mae  and 
Freddie  Mac  also  merits  attention. 

Mr.  Chairman,  the  NATIONAL  ASSOCIATION  OF  RE.ALTORS®  appreciates  your 
invitation  to  present  our  viewpoint  on  H.R.  3703.  Mr.  Chairman,  members  of  the  Committee, 
while  the  NATIONAL  ASSOCIATION  OF  REALTORS®  speaks  for  760,000  real  estate 
professionals  engaged  in  the  industry,  REALTORS®  are  ^''°  advocates  for  homeowners  and 
those  who  aspire  to  own  homes.  It  is  our  view  that  any  oversight  or  review  of  the  housing  GSEs 
should  also  consider  the  public  policy  issues  that  affect  homeownership  opportunities  for 
Americans.  I  hope  that  our  testimony  can  be  helpful  in  focusing  the  debate  on  how  to  strengthen 
oversight  of  the  housing  enterprises. 

H.R.  3703  has  been  a  lighting  rod  for  criticism  of  the  GSE  these  days.  A  recent  witness 
before  this  Subcommittee  characterized  the  growth  and  financial  activities  of  Fannie  Mae  and 
Freddie  Mac  to  a  financial  crisis  similar  to  the  savings  and  loans  crisis  of  the  1980s  just  waiting 
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to  occur.  A  number  of  lenders  maintain  that  Fannie  Mae  and  Freddie  Mac  exceed  their  charters 
when  purchasing  subprime  loans.  These  lenders  make  this  argument  despite  the  fact  that  the 
enterprises  recently  agreed  to  the  affordable  housing  goals  proposed  by  the  Department  of 
Housing  and  Urban  Development,  the  GSEs'  mission  and  program  regulator,  that  specifically 
direct  the  GSEs  to  purchases  more  so-called  A-minus  loans  that  may  facilitate  homeownership 
among  for  more  low-  and  moderate-income  households.  Some  consumer  and  housing  advocates 
maintain  that  Fannie  Mae  and  Freddie  Mac  should  purchase  more  mortgages  that  meet  the 
Department  of  Housing  and  Urban  Development  affordable  housing  goals,  but  these  same  critics 
assert  that  the  enterprises  facilitate  predatory  lending  by  purchasing  these  subprime  loans,  which 
assumes  that  subprime  lending  is  prima  facie  predatory. 

According  to  the  Wall  Street  Journal,  executives  of  some  of  the  largest  financial 
institutions  in  the  country  are  making  the  political  rounds  in  Washington  advocating 
"containment"  of  Fannie  Mae  and  Freddie  Mac."  These  financial  institution  executives  support 
legislation  that  would  restrict  the  GSEs'  investments  and  lending  programs  and  remove  the 
federal  ties  that  lower  the  GSEs'  borrowing  costs  and  the  implied  federal  backing  for  debt  and 
mortgage  backed  securities  issues.  The  GSEs'  critics  are  certainly  entitled  to  their  views. 
REALTORS'®,  however,  do  not  share  them. 

GSEs  AND  THE  HOUSING  FINANCE  SYSTEM 

For  more  than  fifty  years,  the  federal  government  has  had  a  fundamental  role  in  the 
nation's  housing  finance  and  homeownership  policy.  For  nearly  thirty  years,  Fannie  Mae,  Freddie 
Mac,  and  the  Federal  Home  Loan  Banks  have  used  their  federal  charter  benefits  that  Congress 
granted  to  help  build  a  housing  finance  system  that  is  the  envy  of  most  other  countries  that  want 
increase  homeownership.  The  United  States  is  the  best  housed  nation  in  the  world  due  in  no 
small  part  to  the  mortgage  investment  activities  of  Fannie  Mae,  Freddie  Mac.  and  the  Federal 
Home  Loan  Banks. 

The  long  economic  expansion,  together  with  innovative  mortgage  products  in  the  primary 
and  secondary  mortgage  markets,  contributed  to  unprecedented  five-year  gain  in  homeownership 
rates  between  1995  and  1999.  National  homeownership  is  at  nearly  67  percent.  According  to 
NATIONAL  ASSOCIATION  OF  REALTORS®  research,  forty-two  percent  of  these 
homeowners  are  first-time  purchasers.  Homeownership  among  minorities  and  America's 
immigrant  population  account  for  almost  40  percent  of  the  recent  growth  in  homeownership.^ 

Innovation  of  the  mortgage-backed  security 

Congress  deliberately  established  the  Fannie  Mae  and  Freddie  Mac  and  charged  these 
enterprises,  as  a  matter  of  public  policy,  with  the  mission  to  facilitate  a  secondary  market  in 


'  See  Statement  of  Peter  J.  Sepp  on  behalf  of  the  National  Taxpayers  Union  before  the  Subcommittee  on  Capital 

Markets,  Securities,  and  Government-Sponsored  Enterprises  flanking  and  Financial  Services  Committee,  U.S. 

House  of  Representatives,  June  15,  2000. 

■  "Top  Financial  Executives  to  Seek  Tighter  Reins  on  Mortgage  Lenders,"  Wall  Street  Journal.  July  12,  2000.  p. 

A2 

"  Joint  Center  for  Housing  Studies  of  Harvard  University,  The  State  of  the  Nation's  Housing.  Cambridge.  Harvard 

University,  2000.  p.  17. 
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conforming  mortgages  by  purchasing  investment  quality  loans.  These  two  enterprises  created  the 
pass-through  mortgage-backed  security  and  its  variants  to  attract  investors  in  the  full  knowledge 
of  the  risks  associated  with  tying  up  capital  in  long-term  fixed  rate  instruments.  This  financial 
innovation  created  and  maintained  liquidity  in  the  otherwise  illiquid  mortgage  investment 
market.  When  Congress  chartered  Fannie  Mae  and  Freddie  Mac,  the  intention  was  to  eliminate 
interest  rate  differences  between  regions  of  the  country  and  to  promote  a  national  mortgage 
market.  The  mortgage-backed  security  and  debt  offerings  of  the  GSEs  effectively  linked  Wall 
Street  to  Main  Street.  Over  time  geographic  shortages  of  mortgage  funds  and  the  cyclical 
availability  of  mortgage  credit  were  minimized.  There  can  be  no  denial  that  the  GSEs  benefit 
from  their  federal  charter  and  associated  benefits,  but  so  do  American  homeowner  and  those 
lenders  and  others  in  the  housing  finance  and  real  estate  industries  that  support  homeownership. 
Analysts  estimate  that  mortgage  interest  rates  are  lower  by  between  one  and  one  half  percent 
because  of  the  secondary  mortgage  market.  Homeovmers  benefit  directly,  which  is  a  reflected  in 
historically  high  homeownership  level. 

Increases  in  the  mortgage  interest  rate  can  dramatically  affect  housing  affordability  by 
increasing  the  monthly  cash  costs  of  owning.  Prospective  buyers  either  fail  to  qualify  at  the 
higher  rate  or  are  unwilling  to  increase  the  share  of  their  income  going  to  shelter.  Estimates  of 
the  number  of  buyers  lost  as  rates  increase  depend  on  a  complex  array  of  factors  -  level  of 
interest  rates,  income  and  house  price  distributions,  mortgage  underwriting  standards,  and 
demographic  changes.  It  is  important  to  note  that  the  number  of  households  that  would  fail  to 
qualify  as  rates  increase  is  a  much  larger  number  than  the  number  who  fail  to  purchase.  This  is 
because  only  between  five  and  six  percent  of  households  buy  a  home  in  a  given  year. 

Using  data  from  the  1 995  .-American  Housing  Survey*,  it  is  estimated  that  if  mortgage 
interest  rates  rose  by  one  percent,  the  number  of  households  who  would  fail  to  qualify  to  buy  a 
home  is  approximately  4,000,000  of  which  approximately  178.000  households  per  year  would  be 
unable  to  purchase  a  home. 

Today's  homeownership  costs  are  lower  and  access  to  mortgage  credit  ~  even  for 
borrowers  with  blemished  credit  -  is  easier  and  more  equitable.  Two  primary  obstacles  remain 
as  barriers  to  homeownership  in  this  country,  however  ~  the  mortgage  loan  downpayment  and 
costs  associated  with  closing  and  settling  the  mortgage.  Much  of  what  Fannie  Mae  and  Freddie 
Mac  are  doing  in  the  current  mortgage  finance  environment  relates  to  lowering  the  costs  of 
homeownership.  REALTORS®  applaud  and  support  these  activities. 

Financial  Marketplace,  Competition  and  Innovation 

Fundamental  forces  are  transforming  the  U.S.  housing  finance  system,  with  implications  for  the 
primary  and  secondary  mortgage  markets,  the  capital  markets,  the  financial  system,  homebuyers. 
Congress,  and  the  GSEs'  regulators.  All  of  these  changes  are  occurring  during  the  longest 
sustained  economic  expansion  in  U.S.  history. 


*  U.S.  Depanment  of  Housing  and  Urban  Development  and  U.S.  Bureau  of  the  Census,  American  Housing  Survey, 
1995. 
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This  current  economic  expansion  heightens  competition  and  consolidation  among 
mortgage  lenders  and  banking  institutions.  Traditional  mortgage  lenders  and  mortgage  lending 
relationships  are  changing  and  creating  significant  uncertainty  among  competitors.  The  largest 
financial  institutions  are  positioning  to  take  advantage  of  the  sweeping  changes  in  the  nation's 
banking  laws  to  become  financial  services  providers.  Several  of  these  financial  conglomerates, 
once  based  in  mortgage  lending,  consider  themselves  in  competition  with  Fannie  Mae  and 
Freddie  Mac.  These  financial  ser\  ices  providers  actively  work  to  impede  the  GSEs  growth  and 
innovation  in  the  marketplace  with  proposals  that,  if  adopted,  would  be  a  torturous  "death  by  a 
thousand  cuts."  The  GSEs  are  being  punished  for  their  success,  for  doing  what  Congress 
directed. 

These  lenders  lament  not  having  the  financial  advantages  that  Congress  granted  to  the 
GSEs  and  argue  now  for  containing  them.  These  financial  companies  are  willing  to  argue  that  the 
Fannie  Mae  and  Freddie  Mac  have  an  unfair  advantage  because  of  their  federal  charter  ties.  At 
the  base  of  this  lament  and  expressions  of  concern  about  the  threat  that  the  GSEs  pose  to  the 
financial  system,  there  is  an  unwillingness  to  admit  that  mortgage  lending  has  changed 
significantly.  The  GSEs  were  created  to  do  what  no  fiilly  private  company  could  or  was  willing 
to  attempt.  The  price  that  Congress  extracted  from  the  GSEs  for  the  federal  charter  and  other 
benefits  was  to  limit  these  enterprises  to  a  single  line  of  business.  REALTORS**  wonder  if  the 
lamenting  financial  institutions  would  give  up  their  other  lines  of  business  in  this  grave  new 
financial  services  world  to  do  solely  what  Fannie  Mae  and  Freddie  Mac  do  with  the  constraints 
of  the  federal  charter. 

Casual  observation  alone  would  confirm  that  mortgage  lending  is  significantly  different 
now  than  from  even  five  years  ago.  Mortgage  loans  are  mote  a  commodity  than  ever  before, 
while  mortgage  fimding  and  investment  sources  are  more  diverse.  Even  international  mortgage 
investors  are  looking  more  closely  to  the  U.S.  housing  finance  model  for  emulation  and 
investment  purposes. 

Today's  mortgage  marketplace  is  extremely  competitive  and  changing  at  the  speed  of 
technology.  Now  improvements  in  technology  are  largely  driving  the  primary  and  secondary 
mortgage  markets.  The  impact  of  technology  is  not  lost  on  REALTORS®.  REALTORS 
embrace  the  marriage  of  technology  and  the  real  estate  transaction.  Realtor.com  and  the 
developing  real  estate  transaction  with  GMAC  Mortgage,  Faimie  Mae,  and  other  mortgage 
finance  and  real  estate  industry  firms  are  a  testament  to  how  things  have  changed.  REALTORS 
are  working  with  the  GSEs  to  forge  partnerships  to  use  technology  to  speed  the  real  estate 
transaction,  lower  origination  and  settlement  costs,  and  open  markets  to  creditworthy  borrowers, 
many  of  whom  were  shut  out  by  traditional  underwriting  and  credit  risk  assessment  practices  as 
well. 

REALTORS®  and  the  GSEs 

REALTORS®  and  homebuyers  rely  on  the  GSEs  to  provide  liquidity  in  the  mortgage 
marketplace.  That  is  the  essence  of  why  Congress  created  these  enterprises.  In  the  nearly  thirty 
years  that  Fannie  Mae  and  Freddie  Mac  existed  they  fulfill  their  congressionally  chartered 
mission  in  good  economic  times  and  in  not  so  prosperous  economic  times.  Despite  this  current 
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long  economic  expansion.  REALTORS    know  from  painful  experience  that  when  the  booming 
mortgage  lending  and  real  estate  cycle  will  slow.  Fannie  Mae  and  Freddie  Mac.  unlike  primary 
market  lenders,  will  remain  in  markets  during  these  downturns.  RE.\LTORS®  also  support  the 
federal  ties  and  subsidies  that  tlow  to  the  GSEs  because  of  their  federal  charters.  In  exchange,  the 
GSEs  fulfill  their  charter  obligations  --  they  do  what  Congress  and  homebuyers  and  most  lenders 
want. 

Despite  REALTORS®  general  support  for  the  GSEs.  we  do  have  our  criticism  of  Fannie 
Mae  and  Freddie  Mac.  We  strongly  disagreed  when  the  GSEs  opposed  increasing  the  FHA 
mortgage  limits.  REALTORS'*  and  the  GSEs'  positions  divergence  on  increasing  the  FHA 
mortgage  limits.  It  is  likely  that  we  will  not  agree  in  the  future. 

Another  concern  that  the  REALTOR®  community  has  relates  to  the  property  disposition 
activities  Fannie  Mae  and  Freddie  Mac.  REALTORS®  do  not  suppxjrt  Fannie  Mae's  and  Freddie 
Mac's  current  efforts  to  expand  their  foreclosed  property  disposition  activities  to  include  bidding 
on  third  party  foreclosed  propenies.  We  understand  that  licensed  real  estate  agents  are  involved 
in  the  management  and  listing  of  these  properties,  though  the  limited  inventory  of  real  estate- 
owned  of  necessity  narrows  the  number  of  REALTORS®  who  may  broker  and  list  these 
properties.  As  a  part  of  their  normal  business  activities,  both  GSEs  have  property  disposition 
programs  to  dispose  of  properties  acquired  through  foreclosure  on  mortgages  held  in  portfolio. 
(These  foreclosed  properties  are  generally  referred  to  as  real  estate-owned  or  REO.)  Over  the 
course  of  the  past  two  years,  both  Fannie  Mae  and  Freddie  expanded  these  internal  programs  and 
contracted  with  banks  to  handle  the  disposition  of  bank-owned  residential  properties  acquired 
through  foreclosure. 

Freddie  Mac  created  its  HomeSteps  division  to  market  its  own  and  contracted  REO 
properties.  Many  REALTORS®  consider  third  party  REO  disposition  as  Freddie  Mac's  entry  into 
the  real  estate  brokerage  franchise  business. 

Fannie  Mae  undertook  a  pilot  program  that  successfully  bid  on  a  portfolio  of  properties 
seized  by  the  U.S.  Marshal's  Office.  In  some  cases,  the  seized  properties  included  very  expensive 
estates.  Fannie  Mae  also  contracts  with  several  communities  to  manage  and  dispose  of 
foreclosed  properties. 

In  1998.  the  California  Association  of  REALTORS®,  the  largest  state  REALTOR® 
organization,  investigated  these  new  "third  party"  disposition  programs.  The  primary  concern 
raised  was  that  many  REALTOR  brokerage  firms  that  had  traditionally  provided  disposition 
services  for  the  banks  were  being  forced  out  of  this  line  of  business  as  the  result  of  their  inability 
to  compete  with  the  GSE  operations. 

A  working  group  of  members  and  the  leadership  of  the  California  association  examined 
two  questions:  Is  it  appropriate  for  a  federally  chartered  and  subsidized  entity  like  Fannie  Mae  or 
Freddie  Mac  to  be  competing  with  the  private  sector  REALTOR  firms  when  the  properties 
involved  were  not  the  GSE's  own?  Is  acting  as  a  third  party  disposition  firm  an  activity  allowed 
by  the  GSE's  federal  charters  or  is  it,  as  some  alleged,  a  violation  of  the  secondary  markets 
federal  charter? 
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The  Associations  Board  of  Directors  concluded  that  the  while  the  GSEs'  disposing  of 
their  own  portfolio  of  properties  was  appropriate,  the  third  party  operation  was  not.  The  third 
part>  REO  activities  are  outside  the  GSEs'  charters  and  the  firms'  secondary  mongage  market 
mission.  Consequently,  the  California  Association  spent  the  last  eighteen  months  in  talks  with 
both  enterprises  in  an  effort  to  resolve  the  association"  s  concerns.  These  discussions  are  ongoing. 

The  Federal  Home  Loan  Bank  System 

REALTORS®  do  not  have  the  same  direct  relationship  with  the  Federal  Home  Loan 
Banks  as  with  Fannie  Mae  and  Freddie  Mac.  The  Home  Loan  Bank  System  is  a  cooperative  with 
broad  lending  mission  rooted  in  the  savings  and  loan  industry  as  the  principal  source  for 
mongage  and  housing  finance.  We  note,  however,  that  the  System's  Mortgage  Finance  Program 
as  an  alternative  to  deli\ering  mortgages  into  the  secondary  market  via  Fannie  Mae  and  Freddie 
Mac.  REALTORS®  appreciate  the  Mortgage  Finance  Program  as  an  additional  source  of  flinds 
for  homeownership.  The  competition  that  the  Home  Loan  Banks  secondary  market  alternative 
pro\  ides  to  Fannie  Mae  and  Freddie  Mac  may  benefit  mortgage  lending  and  homeownership  in 
the  end. 

ISSUES  RAISED  BY  H.R.3703 

Judging  from  the  hearing  record  to  date,  if  the  objective  of  the  bill  was  to  generate 
controversy  about  the  GSEs  we  must  all  conclude,  "mission  accomplished".  As  drafted, 
H.R.3703  is  an  extremely  ambitious  bill.  The  bill  brings  together  several  significant  issues  that 
could  be  addressed  better  in  perhaps  two  or  three  stand-alone  bills.  In  addition  to  consolidating 
GSE  regulation  under  a  single  entity,  the  bill  raises  issues  regarding  the  fundamental  role  the 
federal  government  should  play  in  housing  finance,  the  GSEs'  mission,  and  the  risks  that  GSE 
debt  and  securities  may  pose  should  there  be  a  disastrous  economic  downturn. 

H.R.3703  raises  nvo  extremely  important  questions  that  should  be  considered  separately 
from  GSE  regulatory  reform.  The  first  is  should  Congress  revise  the  GSEs'  federal  ties,  mission 
and  charter.  The  second  question  whether  Fannie  Mae  and  Freddie  Mac  may  pose  systemic  risk 
to  the  financial  system.  The  current  GSE  regulatory  scheme  reflects  the  historic  roots  of  national 
housing  policy,  and  a  heightened  awareness  of  the  risks  associated  with  the  now  highly 
sophisticated  financing  techniques  that  of  the  housing  finance  markets.  The  lessons  learned  in  the 
wake  of  the  savings  and  loan  industry  crisis  of  the  late  1980s  strongly  influenced  the  current 
regulatory  scheme. 

GSE  REGULATORY  REFORM 

Arguably,  the  current  GSE  regulatory  framework  for  Fannie  Mae  and  Freddie  Mac,  on 
the  one  hand,  and  the  Federal  Home  Loan  Banks,  on  the  other,  should  be  revised.  The 
Department  of  Housing  and  Urban  Development  regulates  Fannie  Mae's  and  Freddie  Mac's 
products  and  programs  while  overseeing  the  two  enterprises'  affordable  housing  goals 
performance.  The  Office  of  Federal  Housing  Enterprise  Oversight  administers  with  financial 
safety  and  soundness  examinations  and  is  nearing  completion  of  the  risk-based  capital  standard 
that  once  in  place  would  ensuring  that  Freddie  Mac  and  Fannie  Mae  maintain  sufficient  capital  to 
be  economically  viable  during  economic  downturns. 
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The  Association  believes  that  these  oversight  functions  are  the  more  appropriate 
mechanism  for  monitoring  whether  the  GSEs  are  meeting  their  federally  mandated  mission 
without  stifling  innovation.  Inno\  ation  in  the  mortgage  delivery  system  has  significantly  reduced 
the  transaction  costs  of  homeownership  and  thereb\  assisted  many  households  to  own  a  home 
they  previously  would  not  have  been  financially  able  to  buy. 

We  believe  that  Subcomminee  should  closely  reexamine  the  Housing  Finance  Oversight 
Board  as  proposed  by  H.R.  3703.  The  Subcommittee's  concentration  on  this  aspect  of  the  bill  and 
creating  a  credible  regulator)'  framework  as  a  work  product  could  be  its  fundamental 
contribution  to  building  on  the  success  of  the  secondary  mortgage  market  and  the  federal  role  in 
housing  finance. 

If  devising  a  new  regulator}'  scheme  for  the  housing  GSEs  becomes  the  principal  focus  of 
any  proposed  GSE  reforms,  there  are  some  concerns  that  should  be  addressed.  First,  there  are 
significant  corporate  and  charter  differences  between  the  FHLBanks  and  Fannie  Mae  and 
Freddie  Mac  that  need  resolving.  .As  the  General  .Accounting  Office  indicated  in  a  1997  report 
responding  to  Rep.  Richard  Baker's  request,  the  GSEs  operate  differently,  but  the  risks  they 
manage  are  similar.^  An  effective  single  regulator  for  these  three  GSEs  would  probably  require 
revising  the  FHLBanks,  its  mission,  and  capital  requirements  to  make  them  more  like  the  other 
two  housing  GSEs.  Second,  regulatory  reform  should  not  result  in  a  structure  that  effectively 
hamstrings  the  GSEs  and  leaves  them  vulnerable  to  cumbersome  or  burdensome  oversight  that 
stifles  competition  in  the  marketplace,  reduces  their  effectiveness  as  mortgage  investors,  or 
makes  them  vulnerable  to  changes  in  the  financial  markets. 

Finally,  and  probably  most  important,  the  proposed  consolidated  regulator  must  be 
independent.  H.R.3703  seems  to  point  in  this  direction  by  establishing  an  oversight  board  that 
includes  presidential  appointees  and  places  the  new  regulatory  body  outside  the  federal 
appropriations  process.  Nevertheless,  the  experience  with  the  Federal  Home  Loan  Bank  Board 
regulating  the  thrift  industry  regarding  programs  and  safety  and  soundness  should  raise  caution 
given  the  bill's  proposal  for  configuring  the  new  o\ersight  board.  We  would  recommend  a  new 
set  of  Subcommittee  hearings  to  examine  the  oversight  board  proposal. 

A  final  observation:  The  OFHEO  risk-based  capital  standards  should  not  be  derailed  or 
stymied  in  any  new  regulatory  scheme.  Though  nearly  seven  years  separate  the  establishment  of 
OFHEO  and  the  agency's  bringing  state  of  the  art  risk-based  capital  standards  to  the  fhiition, 
OFHEO  is  almost  there.  REALTORS®  believe  that  much  of  the  concern  about  the  GSEs' 
systemic  risk  would  be  addressed  when  OFHEO's  risk-based  capital  standards  are  in  place. 

OTHER  ISSUES  RAISED  BY  H.R.  3703 

Congressional  oversight  of  the  GSEs'  performance  and  a  measured  deliberate  review  of  their 
mission  are  important  undertaking.  Congress  created  the  housing  enterprises  to  accomplish 


'  Report  to  the  Chairman.  Subcomminee  on  Capital  Markets.  Securities  and  Government-Sponsored  Enterprises, 
Comminee  on  Banking  and  Financial  Services,  House  of  Representatives.  Government-Sponsored  Enterprises: 
Advantages  and  Disadvantages  of  Creating  a  Single  GSE  Regulator  GAO/GGD-97-139.  U.S.  General  Accounting 
OfTice.  Washington,  DC,  July  1997. 
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specific  and,  at  the  time,  nearly  revolutionary  housing  policy  objectives.  The  current  federal 
relationship  with  the  GSEs  is  more  than  20  years  old  and  the  residential  secondary  mortgage 
market  is  mature  and  efficient.  The  federal  ties  and  charter  issues  are  legitimate  concerns  for 
public  debate  and  congressional  review.  It  is  appropriate  for  the  Subcommittee  to  ask  if  the  GSEs 
should  have  a  new  or  continued  role  in  the  housing  finance  system.  But  it  is  our  view  that  this 
review  should  occur  against  a  background  of  what  the  GSEs  do  to  promote  homeownership  and 
further  refining  the  nation's  housing  finance  system  that  is  the  envy  of  every  country  abroad. 

There  are  several  critical  questions.  Should  Congress  change  the  federal  role  in  the  nation's 
housing  finance  system?  Should  the  federal  subsidy  that  Fannie  Mae  and  Freddie  Mac  receive  as 
a  result  of  the  federal  charter  and  related  benefits  are  changed?  What  is  the  advantage  of  such 
change?  What  would  our  housing  finance  system  be  without  Fannie  Mae  and  Freddie  Mac?  How 
expensive  would  homeownership  be  without  the  federally  mandated  role  of  the  GSEs? 
REALTORS  support  the  federal  ties  that  current  shape  the  GSEs.  The  secondary  mortgage 
market  works  to  the  benefit  of  the  mortgage  lending  industry,  homeowners,  and  the  nation's 
housing  policy.  The  GSEs'  never-used  lines  of  credit  to  the  Treasury  may  well  be  symbolic  in 
today's  capital  markets.  The  other  federal  benefits  that  Congress  ga\  e  to  the  GSEs  are  integral  to 
the  dynamics  of  the  secondary  mortgage  market.  Proposals  to  remove  the  lines  of  credit  and  to 
limit  other  GSE  federal  benefits  to  have  real  consequences  for  capital  markets  and  for 
homeowners.  REALTORS®  believe  that  the  lines  of  credit  to  the  Treasury  should  not  be 
removed  or  compromised. 

GSEs'  SYSTEMIC  RISK 

The  question  of  whether  Fannie  Mae  and  Freddie  Mac  pose  a  systemic  risk  to  the  federal 
government  and  taxpayers  is  legitimate.  Housing  finance  is  risky,  but  profitable  now  given  the 
secondary  mortgage  market.  To  contend  otherwise  simph^  ignores  facts  and  begs  the  question:  is 
this  not  what  the  nation  and  Congress  want? 

Clearly,  there  are  risks  should  an  economic  downturn  of  any  severity  come  about.  It  has 
happened  before  and  that  was  why  the  GSEs  were  created.  During  the  financial  crunch  of  the 
'70s  and  '80s,  the  Fannie  Mae  and  Freddie  Mac  stayed  in  markets  when  the  private  lenders  and 
mortgage  insurers  left  to  limit  their  risk  or  moved  away  from  housing  finance  into  other 
investments  to  maintain  income  streams. 

CONCLUSION 

When  Congress  created  Fannie  Mae  and  Freddie  Mac  it  set  in  motion  a  secondary  market 
that  evolved  into  a  highly  efficient,  flexible  system  that  is  based  on  the  premise  that  federally 
sponsored  enterprises  should  be  the  engines  that  facilitate  homeownership  is  a  commonly  shared 
value.  Under  changing  economic  conditions,  the  residential  mortgage  lending  industry  evolved 
to  satisfy  the  needs  of  the  market.  Congress  created  the  GSEs  and  empowered  them  to  become 
critical  intermediaries  in  the  flow  of  consistent,  affordable  housing  finance  through  the  mortgage 
delivery  system,  and  de  facto  regulators  of  the  tertns  under  which  most  mortgages  are  made. 
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Developments  in  the  secondary  mortgage  market  played  critical  roles  in  the  advancement 
of  mortgage  liquidity  and  the  reshaping  of  the  nation's  mortgage  finance  system.  First,  it  forced 
the  conformance  of  most  underwriting,  documentation  and  other  essential  terms  of  mortgage 
lending  to  the  standards  set  by  Fannie  Mae  and  Freddie  Mac.  Conventional  market  mortgage 
pricing  was  directly  tied  to  the  capital  markets,  which  assured  greater  price  volatility  and  more 
reliable  funding  sources.  Second,  Fannie  Mae  and  Freddie  Mac  created  new  investment  products 
and  facilitated  a  broader  investor  base  for  mortgages.  Cash  flows  from  a  single  pool  of  fixed  rate 
mortgages  could  be  structured  in  a  variety  of  ways  to  suit  investor  needs  regarding  maturities  and 
call  protection.  Finally,  the  technological  tools  needed  for  the  development  of  these  new 
securities,  primarily  computers  and  software  that  could  perform  a  complex  array  of  underwriting, 
pooling,  structuring  and  pricing  analyses,  brought  mortgage  finance  to  a  new  level  of 
sophistication. 

The  economic  success  and  the  function  the  GSEs  serve  have  generally  been  unquestioned.  First 
quarter  2000  homeownership  rates  pushed  past  67  percent  mark  due  in  significant  part  to  the 
activities  of  the  GSEs.  The  appropriateness  of  government  fulfilling  this  market  function, 
however,  continues  to  invite  periodic  attempts  at  controls  and  limitations.  The  challenge  is 
devise  reasonable  rules  of  operation  that  maintain  fiscal  integrity  without  unduly  hindering  the 
operation  of  the  national  mortgage  markets.  Critics  have  charged  that  the  GSEs  are  exceeding 
their  federal  charters"  and  ha\e  entered  the  primary  mortgage  market.  These  critics  desire 
legislation  that  would  specifically  define  secondary  and  primary  market  activities.  Others  charge 
that  because  of  their  size,  the  GSEs  are  a  financial  time  bomb  in  the  making,  and  stricter 
regulatory  oversight  is  necessary.  Still  others  charge  that  the  GSEs  are  not  meeting  their 
legislative  mandate  of  helping  low  and  moderate-income  households  obtain  homeownership. 

REALTORS®  urge  the  Subcommittee  to  back  away  from  the  rhetorical  criticism  of  the  GSEs. 
The  physician's  motto  should  be  heeded  as  Congress  considers  dramatically  reforms  for  the 
housing  GSEs.  'Do  not  harm"  is  an  even  more  vital  admonition  should  Congress  fundamentally 
alter  the  federal  ties  that  shaped  the  nation's  secondary  mortgage  market  and  Fannie  Mae. 
Freddie  Mac.  and  the  Federal  Home  Loan  Banks.  REALTORS®  cannot  support  removing  the 
GSEs'  lines  of  credit  to  the  Treasury  or  otherwise  limiting  the  federal  ties  of  the  GSEs. 
REALTORS®  have  vividly  painful  memories  of  how  well  meaning  reform  can  have  unintended 
consequences.  The  tax  reforms  of  1986  devastated  the  real  estate  industry.  REALTORS   beseech 
this  Subcommittee  —  do  no  harm  to  the  housing  GSEs  and  the  residential  secondary  mortgage 
market;  they  are  integral  to  homeownership. 

REALTORS®  urge  this  Subcommittee  to  consider  this  principal  question  before 
embarking  on  sweeping  changes  affecting  the  GSEs.  What  will  housing  finance  be  like  without 
the  GSEs  and  a  federal  policy  mission  that  seeks  to  broaden  homeownership,  deepen  housing 
markets,  reduce  transaction  costs,  streamlines  the  process,  empowers  mortgage  credit  consumers, 
and  integrates  new  products  and  financing  options  into  the  transaction.  REALTORS®  believe 
that  this  nation  would  not  be  nearly  as  well  housed  and  homeownership  aspiration  could  not 
satisfied  to  the  extent  that  of  the  current  homeownership  rates  without  the  housing  GSEs  backed 
by  the  federal  charter  and  mission. 
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Statement  of  Christopher  J.  Sumner 

Ptesident 

Mortgage  Bankets  Association  of  America 

Before  die  Subcommittee  on 

Capital  Markets,  Securities  and 

Government  Sponsored  Enteqjrises 

of  die 

Committee  on  Banking  and  Financial  Services 

U.S.  House  of  Representatives 

July  20,  2000 

Mr.  Chairman,  Congressman  Kanjorski,  Members  of  the  Subcommittee,  I  appreciate  the 
oppominity  to  testify  before  you  today  on  the  important  issues  raised  by  H.R.  3703.  My 
name  is  Christopher  J.  Sumner.  I  am  this  jear's  President  of  the  Mortgage  Bankers 
Association  of  America,'  the  President  and  CEO  of  CrossLand  Mortgage  Corp  of  Salt  Lake 
Qty,  Utah,  and  a  former  member  of  the  Board  of  Directors  of  Fannie  Mae.' 

Tlie  subject  of  this  hearing  is  the  current  state  of  supervision  and  regulation  of  Fannie  Mae, 
Freddie  Mac,  and  the  Federal  ffome  Loan  Banks-Govemment  Sponsored  Enterprises  or 
GSEs^— and  the  need  for  change.  Mr.  Chairman,  I  u-ant  to  commend  you  and  your 
Subcommittee  for  your  leadership  in  tackling  this  long-range  issue  in  a  timely  way  -  before 
any  sudden  or  intense  problem  has  occurred.   In  the  area  of  safety  and  soundness,  we  are 


'  MBA  is  an  industry  trade  association  of  approximately  3,000  members,  representing  all  facets  of  the  real 
esute  finance  community,  including  independent  and  thrift-  or  bank-owned  mortgage  companies,  banks, 
thrifts,  credit  unions,  commercial  banks,  life  insurance  companies,  mortgage  brokers,  and  ancillary  service 
providers. 

'  Unless  otherwise  indicated,  future  references  to  a  GSE  or  the  GSEs  wvU  refer  only  to  Fannie  Mae  and  Freddie 
Mac. 
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not  facing  "the  perfect  storm."  By  being  proactive,  you  are  clearly  demonstrating  a  far- 
sighted  approach  to  ensuring  our  nation's  long-term  economic  security. 

Allow  me  to  begin  my  remarks  with  the  MBA's  "first  principles."  First:  We  believe  Fannie 
Mae  and  Freddie  Mac  play  an  enormously  important  role  in  ensuring  that  this  country  has  an 
adequate  supply  of  affordable  mortgage  credJL  They  do  this  by  providing  needed  liquidity  in 
the  residential  mortgage  mai^t.  We  unequivocally  want  them  to  continue  in  this  role. 

Second:  We  believe  that  -  to  achieve  the  most  efficient  delivery  of  the  lowest  cost  residential 
mortgage  credit  -  there  must  be  a  robust  and  resilient  primary  mortgage  market. 
Competition  is  key  to  the  development  of  innovative  products  to  meet  bonoweis'  needs  and 
to  lowering  borrowers'  costs. 

Third:  We  believe  that,  to  uphold  those  first  two  principles,  we  need  to  assure  effective 
oversight  over  the  GSEs.  Effective  ovenight  will  help  deflea  the  arguments  by  those  in 
favor  of  privatization  as  a  means  of  addressii^  the  issue  of  systemic  risk.  In  addition, 
effective  oversight  will  help  to  maintain  the  vitality  and  the  robust  nature  of  the  primary 
market  by  preventing  expansion  of  GSE  activities  beyond  the  intended  boundaries  of  their 
Federal  charters. 

We  believe  the  best  way  to  keep  our  institutions  tightly  focused,  and  to  ensure  that  we 
continue  to  have  a  robust  primary  market,  is  to  clarify  the  boundaries  of  the  GSEs' 
operations  in  more  meaningful  way  than  the  GSEs'  charters  currently  do.  This  is  one  area  in 
which  we  believe  the  present  bill  can  be  inq>roved  upon.  To  that  end,  the  MBA  has 
convened  a  bltie  ribbon  panel  of  mortage  company  executives  to  examine  the  appropriate 
limits  of  secondary  market  activity  and  develop  a  workable  definition.  In  a  model  of 
cooperation  within  the  mortgage  mdustiy,  Fannie  Mae  and  Freddie  Mac  have  agreed  to 
participate  with  the  MBA  in  a  dialogue  about  the  boundaries  of  the  secondary  market  Our 
goal  is  to  produce  a  report  with  the  MBA's  views  for  review  by  Congress  this  falL 
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The  Importance  of  Strong  Primary  and  Secondary  Mortgage  Maikets 

Our  country  ctirrendy  enjoys  the  most  successful  residential  mortgage  finance  system  in  the 
-world.  Through  a  unique  private/public  partnership,  we  have  sustained  a  period  of 
imprecedented  housing  opportunity.  Borrowers  routinely  obtain  long-term,  frzed-rate 
mor^ages  at  reasonable  prices;  apartment  construction  and  modernization  have  increased. 
Of  course,  there  is  much  more  to  do  to  realize  the  dream  of  safe  and  affordable  housing  for 
all  Americans. 

The  MBA  is  pleased  to  be  represented  at  this  hearing  today  because  of  the  role  our  members 
play  in  facilitating  homeownership  and  rental  housing.  In  order  to  sustain  a  viable  secondary 
mortage  market,  a  robust  and  competitrve  primary  maHjet  is  essential.  MBA  is  an  industry 
association  with  approximately  3,000  members  of  the  real-estate  finance  community, 
including  independent  and  bank-  or  thrift-o-wned  mortg^e  companies,  banks,  thrifts,  credit 
unions,  commercial  banks,  life-insurance  con^Kmies,  nwrtgage  brokers,  and  ancillary  service 
providers.  In  1999,  the  primary  market  generated  $1,287  trillion  in  single-family  loans  and 
$40  billion  in  muhifamily  loans. 

The  primary  mortgage  market  is  a  vibrantly  competitive  marijet  that  rewards  competition. 
Primary  market  lenders  work  to  put  families  in  homes  and  apartments.  We  must  be 
responsive  to  consumers  to  stay  ahead  of  con^titors  and  stay  in  business.  For  exan^le, 
the  primary  mari^t  developed  adjustable  rate  mortgages  that  allow  mortgagors  to  enjoy  an 
interest  rate  that  is  lower  than  the  rate  available  on  fixed  rate  mortgages.  In  addition,  the 
80-10-10  rmr^age  allows  borrowers  to  lower  their  monthly  costs  by  eliminating  the  need 
for  mortgage  insurance.  The  borrower  puts  10%  down  and  obtains  a  10%  second  mortgage 
and  has  an  80%  loan-to-value  mortage.  These  products  are  examples  of  primary  market 
lender  creativity  responding  to  the  various  needs  and  desires  of  consumers  -  and  to  the 
presstires  of  a  competitive  envirormient. 
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In  designing  a  housing  policy,  the  Congress,  in  its  wisdom,  realized  that,  for  the  primary 
market  to  succeed  in  delivering  affordable  mortgage  credit,  a  strong  secondary  mortgage 
maitet  would  be  necessary.  The  GDngress  created  the  GSEs  to  smooth  interest  rates  among 
regions  and  to  provide  dependable  liquidity,  particularly  for  single- family,  long-term,  fixed- 
rate  mortgages.  Mortgage  bankers  originate  mortgages  using  sources  of  funding  other  than 
deposits.  We  sell  our  production  into  the  secondary  market  to  replenish  our  funds.  Without 
a  secondary  mailiet  oudet,  our  production  cycle  stops.  Fannie  Mae  and  Freddie  Mac  are  able 
and  available  to  support  mortgage  bankers  in  the  primary  market  -  week  in  and  week  out 
They  buy  our  mortgages  or  securitize  them,  regardless  of  unpredicuble  factors.  Their 
business  is,  specifically,  buying  and  securitizing  mortgages  on  a  continuing  basis. 

The  MBA  steadfastly  asserts  the  continued  need  for  the  GSEs  to  perform  their  liquidity 
function.  Just  as  our  members  are  the  GSEs'  customers,  we  have  worked  with  both  GSEs 
on  developing  and  amending  their  Uniform  Security  Instruments;  in  developing  various 
"open  standards"  for  the  electronic  exchange  of  infonnarion;  and  in  establishing  an 
electronic  registry,  MERS,  to  help  eliminate  paper  in  the  process  of  transferring  mortgage 
rights.  We  developed  with  Freddie  Mac  English  and  Spanish  guides  to  understanding  credit 
scores,  and,  most  recently,  we  partnered  with  two  lenders  and  Fannie  Mae  to  provide  down- 
payment  and  closing-cost  assistance  to  first-time  homebuyers  in  Albany,  New  York  -  the 
fint  effort  in  what  we  hope  will  become  a  nationwide  program. 

Effective  Oveisight  and  Independent  Funding  nf  Regubtpis 

Qeariy,  the  two  markets—  the  primary  and  secondary  markets-  depend  on  each  other.  In 
fact,  for  a  viable  secondary  mortage  market  to  exist,  a  robust  and  competitive  primary 
market  is  essendaL  Therefore,  while  the  MBA  and  our  members  are  staunch  supporters  of 
the  roles  Famue  Mae  aixl  Freddie  Mac  play  in  providing  liquidity,  we  believe  the  essential 
subility  of  the  primary  market  would  be  undermined  if  the  GSEs  expand  their  activides 
beyond  their  inteixied  mandate.  Tlie  GSEs  enjoy  special  statutory  advantages  that  could 
permit  them  to  leverage  the  strength  they  derive  by  statute  from  a  rwo-pony  secondary 
market  to  dominate  an  extremely  competitive  primary  one,  upsetting  the  drljcatr  equilibrium 
that  Congress  has  established. 
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MBA  is  no  new-comer  to  this  issue.  In  1999  at  the  request  of  our  members,  a  special  task 
force  representing  the  broad  spectrum  of  the  MBA  membership  was  convened  to  re- 
examine MBA's  policy  on  the  GSEs.  Tlieir  efforts  resuhed  in  a  new  policy  suiement  that 
was  unanimously  passed  by  our  Board  of  Govemon  in  August  of  1999.  A  copy  of  the 
sutement  b  attached  to  our  testimony. 

The  MBA  policy  statement  reflects  the  fact  that  the  size,  risk  position  and  financial  impaa  of 
Fannie  Mae  and  Freddie  Mac  have  grown  enormously  since  their  inception.  MBA  believes 
that  the  need  for  regulation  of  their  activities  has  increased  in  direCT  relation  to  this  growth. 
We  also  stated  that  pivotal  areas  of  regulation  include: 

•  their  financial  safety  and  soundness, 

•  the  appropriateness  of  their  activities  in  relation  to  their  charters, 

•  their  performance  under  their  specific  housing  goals,  and 

•  their  effectiveness  in  fulfilling  their  mission. 

We  further  believe  that  regulation  of  the  GSEs  must  be  independent  and  well-funded.  It 
must  be  carried  out  by  an  entity,  or  entities,  with  the  resources  and  expertise  to  evaluate  the 
GSEs'  performance,  both  as  financial  insritutions  and  as  public  purpose  entities.  Such  a 
regulatory  structure  must  have  the  capacity  to  enforce  its  findings.  Costs  of  this  regulation 
should  be  fully  funded  by  the  GSEs  themselves. 

It  is,  therefore,  consistent  with  oxir  policy  statement,  that  GSE  funding  of  the  HUD  oversight 
operation,  as  well  as  that  of  OFHECs,  is  necessary.  It  is  also  consistent  that  the  funding  of 
both  HUD  and  OFHEO  oversight  functions  be  insulated  from  the  Congressional 
appropriations  process  in  the  manner  of  the  funding  of  the  Office  of  Thrift  Supervision  and 
the  Office  of  the  Comptroller  of  the  Currency.  OFHEO  is  the  only  federal  financial- 
institution  regulator  subject  to  the  appropriations  process.  It  may  not  be  inappropriate, 
moreover,  to  move  OFHEO  to  the  Treasury  Department,  a  concept  that  has  just  started  to 
be  discussed. 
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Resources  for  HUD's  GSE  oversight  functioQ  curreiitly  come  totally  from  die  general  HUD 
biK^et.  As  a  result  of  budget  constraints,  HUD  has  only  a  few  staff  members  fuDy  dedicated 
to  GSE  ovenight.  Because  of  the  lack  of  funding,  additional  staff  members  are  pulled  away 
from  other  functions  to  work  intennittendy  on  GSE  issues.  From  a  management 
penpective,  the  funding  structure  makes  effective  oversight  very  difficult,  making  recent 
initiatives  particulariy  commendable. 

Need  for  Chrification  of  the  Boundary  of  Fannie  Mae  and  Freddie  Mac  Activities 

Bluiring  of  the  Primaiy  and  Secondaiy  Mortgage  Markets 

The  growing  size  of  the  GSEs  is  not  the  only  factor  that  in^ls  \is  to  seek  strengthened  GSE 
regulation.  We  also  see  the  delicate  equilibiiimi  between  the  primary  mortgage  marlKt  and  the 
secondary  mortage  market  being  upset  We  believe  that,  if  the  balance  is  not  righted,  the 
long-term  effea  of  current  trends  will  be  more  costly  mortgage  credit  for  consumers.  That 
win  translate  into  a  h^her  proportion  of  a  family's  budget  going  for  housing,  whether  it  be  in 
the  form  of  a  monthly  mortgage  payment  or  rent 

Are  we  suggesting  that  there  is  systemic  risk.^  No.  We  are  talking  about  something  altogether 
different.  We  are  talking  about  the  effects  on  con^tition  in  the  primary  nrnrket  of  both 
GSEs  efforts  to  increase  their  market  shares  and  increase  returns  to  shareholden. 

What  is  happening  iUustntes  classic  economic  theory.  It  is  a  generally  accepted  princq>le  in 
our  modem  econon^  diat  v^rous  competition  in  the  primary  market  among  lenders 
generates  ma'rimiim  benefits  for  consumers.  In  the  primary  mongage  market,  competition 
ensures  not  only  lower  mortgage  costs  but  also  more  consimier  financing  options.  To  the 
extent  that  the  GSEs  are  aDo^tcd  to  extend  into  the  primary  market  the  effecu  of  the 
liimced-competition  model  of  their  Federally  chartered  secondary  market,  consumers  will  be 
worse  off  since  competition  wiQ  be  reduced. 

Through  conditions  on  the  depbyment  of  dieir  technok>gies,  through  efforts  to  obtain 
market  share  by  "branding"  throi^  adveitisii^  and  otherwise,  the  GSEs  are  already  having 
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a  direct  iinpacx  on  primary  market  activities.  In  addition,  by  direct  equity  investment  in  non- 
lender  primary  market  participants,  both  on  and  off  the  intemet,  the  GSEs  are  positioning 
themsehres  potentially  to  have  a  profound  impaa  on  the  competitive  balance  in  the  primary 
market. 

Tlie  GSEs  power  to  affea  the  primary  marimt  is  derived  from  their  market  power  in  a 
secondary  market  that  is  not  generated  by  a  piue  competition  model  Their  secondary 
market  power  is  derived  from  the  statutory  advant<^es  conferred  by  their  Federal  charters. 
"Ilie  extraordinary  maiket  profits  they  achieve  from  their  special  Federal  franchises  make 
available  greater  resources  for  research  and  development  than  would  be  the  case  if  the  GSEs 
had  direct  competitors  and  did  not  enjoy  their  special  advantages.  Their  rtsources  for 
research  and  development  are  used  to  increase  the  GSEs'  market  share  and  continue  the 
GSEs'  market  dominance.  As  their  share  of  secondary- market  activity  increases  to  the  point 
of  domination,  they  might  naturally  turn  to  alternative  arenas,  including  the  primary 
mortgage  market  -  indirectly  if  not  directly  -  and  the  field  of  technology  in  generai 

This  drive  of  the  GSEs  to  extend  their  reach  is  a  natural  outgrowth  of  the  market  structure 
created  in  their  very  origins.  As  we  have  stated,  consumers  benefit  as  the  GSEs  smooth 
interest- rate  differentials  across  geographic  regions  and  provide  a  source  of  liquidity  to 
lenders  in  the  primary  maiket  at  a  favorable  price.  We  fully  support  these  functions.  "Ilieir 
pricing  benefits  flow  through  lenders  to  consumers  from  the  special  GSE  advantages 
conferred  by  statute.  However,  the  extension  of  the  GSEs'  powers  into  the  primary  market, 
either  direcdy  or  indirectly,  is  the  proper  subjea  of  Congressional  scrutiny. 

Although  the  GSEs'  charter  acts  contain  prohibitions  against  lending  directly  to  borrowers 
and  making  interim  loans  to  lenders  (funding  loans  to  borrowers),  and  various  other 
restricdons  on  their  activities— maximuLm  loan  limits  and  limitations  on  permitted  credit 
enhancements,  for  example- the  charter  acts  do  not  define  the  term  "residential  secondary 
mortage  market."  TTiat  is  the  sphere  of  operation  that  the  charter  acts  carve  out  for  the 
GSEs.  Tlie  introduction  of  such  mortgage  technologies  as  automated  underwriting  systems 
and  the  advent  of  the  intemet  have  greatly  accelerated  change  in  the  mortgage  industry  and 
have  intensified  the  need  to  resolve  a  central  question:  Where  does  the  sphere  of  the  GSEs 
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end?  The  fear  is  that  ^i^ien  the  GSEs—  with  their  special  sututory  advantage-occupy  an 
area,  or  when  they  put  their  resources  behind  other  maiiset  entities,  they  ukinutely  become  a 
significant,  albeit  not  an  exclusive,  impetus  for  consolidation  in  the  pnmaiy  moitgage  maikec 
That  consolidation  arguably  leads  to  fewer  competitors,  and  ultimately  to  higher  prices  for 
consumers. 

MBA  believes  that  any  policy  debate  on  the  activities  of  the  GSEs  should  be  focused  on  the 
distinct  roles  of  public-  and  private-sector  entities.  We  should  not  focus  on  the  GSEs'  roles 
in  isolation.  We  should  also  consider  the  capacity  of  private  markets  to  n»eet  housir^  needs. 
Therefore,  it  is  critical  to  MBA  that: 

•  there  be  a  clear  separation  between  the  roles  of  mortgage  lenders  and  GSEs; 

•  GSEs  be  prohibited  from  engaging  in  any  primary  mortgage  market  activities, 
including  the  current  statutory  prohibition  against  the  GSEs'  providing  or 
engaging  in  direct  Ur«4ing  to  bonowers;  and 

•  moriga^  lenders  continue  to  ordinate  and  service  mortgage  loans,  and  maintain 
the  market  contaa  with  their  customers  and  vendors. 

New  Piogmn  Review  Autlioiity 

We  believe  sututory  guidance  on  the  boundary  of  die  "residential  secondary  mortgage 
rmiket*  would  significantly  facilitate  the  "new  activity'  review  process  of  HR.  3703.  We 
believe  it  is  sound  policy  to  provide  the  GSEs  and  the  appropriate  regulator  with  addidonal 
guidance  on  how  to  evaluate  C^E  initiatives.  Ahhoi^  in  some  respects,  flexibility  and 
discretion  are  necessary;  in  other  contexts,  clear  boundaries  provide  predictability,  aOowing 
both  the  regulator  and  the  regulated  entity  to  proceed  more  efficiently. 

Moreover,  on  the  sul^ect  of  new  activity  review  authority,  wc  believe  die  present  provinoa 
in  the  bin  is  overly  broad  and  needs  to  be  adjusted  so  as  not  to  capture  situations  in  which 
lenden  propose  okr  "tweaks"  to  underwriting  standards  and  other  program  requirements 
and  other  similar  situations.  These  requiiements  are  frequently  modifird  to  ofiier  consumers 
a  new  product  that  the  lender  can  then  sell  to  a  GSE  on  a  negotiated  basis.  Safe  harbors 
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from  the  notice  and  comment  rulemaking  must  be  established  so  that  lenders  may  proceed 
to  gain  approvals  from  the  GSEs  for  these  kinds  of  negotiated  products  confidentially  and 
speedily.  Hiose  products  can  then  be  brought  to  market  viithout  unnecessary  delay.  MBA 
does  not  want  to  stifle  iimovation  on  the  part  of  lenders  or  the  GSEs  when  the  goal  is 
placing  more  families  into  housing  -  particularly  those  who  are  underserved. 

Non-Mot^age  Investments 

Another  subjea  related  to  the  boundary  of  the  GSEs'  sphere  of  operations  is  oversight  over 
their  non-mortgage  investnients.  We  believe  this  b  an  appropriate  area  for  Congressional 
inquiry. 

Provisions  of  H.R.  3703  Inconsistent  with  die  MBA  Policy  Statement 

TTie  special  advantages  the  GSEs  enjoy  under  their  charters,  including  the  ability  of  each 
GSE  to  ask  the  Treasuiry  to  provide  a  direct  loan  of  up  to  $225  billion,  were  or^inally 
conferred  by  Congress  to  encourage  the  development  of  a  viable  secondary  mortage 
market.  Many  of  the  special  advantages  encourage  the  liquidity  of  nK>rTgage  investments, 
either  directly  or  indirectly.  Tlie  complex  system  of  incentives  Congress  has  established  to 
foster  housing  and  maintain  liquidity  and  stability  in  the  secondary  mortgage  market  creates 
a  delicate  equilibrium.  Removal  of  the  so-called  "line  of  credit"  could  upset  that  equilibriuni, 
perhaps,  introducing  uncertainty  into  the  capital  markets.  In  the  capital  maikets,  imcertainty 
can  bring  about  dismption.  Accordingly,  removal  woxild  be  inconsistent  with  our  policy 
statenient. 

For  similar  reasons,  a  statutory  requirement  for  armual  credit  ratings  also  would  be 
inconsistent  with  our  policy  statement.  The  goals  of  effective  regulation  are  furthered  so 
long  as  the  GSEs'  safety  and  soundness  regulator,  OFHEO,  retains  the  discretionary 
authority  to  obtain  credit  ratings. 

Before  closing,  Mr.  Giairman,  I  would  be  remiss  in  talking  about  the  primary  market  if  I  did 
not  address  the  problem  of  predatory  lending.  Allow  me  to  assert  MBA's  unequivocal 
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support  for  action  to  halt  abusive  lending  practices.  Predatory  lending  is  a  cancer  on  the 
industry.  We  are  actively  seeking  a  cure.  MBA  favors  comprehensive  reform  and 
simplification  of  the  mortgage  process  as  a  necessary  means  for  eliminating  abuses.  We  also 
support  legislation  to  prevent  abuses,  aggressive  enforcement  of  the  bw,  necessary  funding 
of  enforcement  agencies  and  new  safeguards  for  consumers.  MBA  has  published  a  seven- 
point  plan  that  is  appended  to  this  testimony.  Most  lenders  take  great  pride  in  helping 
families  obtain  affordable  home  financing,  and  they  are  committed  to  ending  the  abuses  that 
have  hurt  too  many. 

With  that  said,  Mr.  Chairman,  let  me  thank  ybu  for  the  opportunity  to  testify  here  today. 
TTie  MBA  looks  forward  to  working  with  all  interested  parties  in  addressing  the  important 
issues  at  stake  here.  The  MBA  is  committed  to  advancir^  home  ownership  and  rental 
opportunities;  to  a  robust  and  competitive  primary  mar^fiet;  and  to  a  vigorous  and  effectively 
regulated  Fannie  Mae  and  Freddie  Mac.  I  will  now  be  happy  to  answer  any  questions. 
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MBA  6SE  POLICY  STATEMENT 

MBA  GSE  Policy  Statement 

Preamble 

The  American  public  is  served  by  a  unique  system  of  mortgage  finance. 
This  system  results  from  a  multifaceted  Federal  housing  credit  policy 
that  teams  Federal  agencies  and  government  sponsored  enterprises  with 
mortgage  lenders,  other  insurers,  conduits  and  investors  in  the  mortgage 
market  delivery  system. 

To  advance  the  nation's  housing  goals,  Congress  created  the  Federal 
National  Mortgage  Association  (Fannie  Mae)  and  the  Federal  Home 
Loan  Mortgage  Corporation  (Freddie  Mac)  (together  the  Government 
Sponsored  Enterprises,  or  GSEs),  along  with  the  Federal  Housing 
Administration  and  the  Government  National  Mortgage  Association, 
both  parts  of  the  U.S.  Department  of  Housing  and  Urban  Development 
(HUD);  the  Department  of  Veterans  Affairs;  the  Rural  Housing  Service 
Administration;  and  the  Federal  Home  Loan  Bank  System  to  fulfill 
specific  objectives. 

The  MBA  supports  the  vital  role  the  GSEs  play  in  maintaining  and 
improving  liquidity  and  stability  in  the  secondary  mortgage  market. 
These  secondary  market  enterprises  generally,  and  their  affordable 
housing  activities  in  particular,  are  a  significant  part  of  America's 
housing  and  housing  finance  system. 

MBA  believes,  however,  that  it  is  essential  that  the  GSEs  focus  on  the 
missions  prescribed  in  their  charters  and  that  the  clear  distinction 
between  primary  and  secondary  market  activities  be  reaffirmed.  MBA  is 
dedicated  to  preserving  the  primary  market  as  the  domain  of  a  robust 
and  competitive  private  sector,  an  essential  factor  in  lowering  the  cost  of 
homeownership. 
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Charter  and  Mission 

The  charters  of  Fannie  Mae  and  Freddie  Mac,  as  amended  by  the  Federal 
Housing  Enterprise  Safety  and  Soundness  Act  of  1992,  specify  four 
broad  purposes  for  the  GSEs: 

•  to  provide  stability  in  the  secondary  market  for  residential 
mortgages; 

•  to  respond  appropriately  to  the  private  capital  market; 

•  to  provide  ongoing  assistance  to  the  secondary  market  for  residential 
mortgages  (including  activities  relating  to  mortgages  on  housing  for 
low-and  moderate-income  families  involving  a  reasonable  economic 
return  that  may  be  less  than  the  return  earned  on  other  investments) 
by  increasing  the  liquidity  of  mortgage  investments  and  improving 
the  distribution  of  investment  capital  available  for  residential 
mortgage  financing; 

•  to  promote  access  to  mortgage  credit  throughout  the  Nation  by 
increasing  the  liquidity  of  mortgage  investments  and  improving  the 
distribution  of  investment  capital  available  for  residential  mortgage 
financing. 

The  MBA  acknowledges  and  supports  the  vitally  important  contribution 
the  GSEs  make  in  maintaining  and  improving  liquidity  and  stability  in 
the  secondary  mortgage  market,  including  the  role  they  play  with  their 
lender  partners  in  achieving  the  affordable  housing  goals  set  forth  by  the 
U.S.  Department  of  Housing  and  Urban  Development 
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GSE  Special  Advantages 

To  achieve  the  pxirposes  outlined  in  their  Charters,  the  GSEs  have 
received  from  Congress  significant  special  legal  and  financial 
advantages  not  available  to  other  mortgage  market  participants. 

These  special  advantages  include: 

•  The  GSEs  are  exempt  from  all  State  and  local  taxes  except  real  property  taxes. 

•  The  GSEs  may  conduct  business  in  any  state  or  territory  without  the  need  to 
comply  with  any  filing,  licensing,  or  other  business  laws. 

•  The  GSEs'  secvuities  enjoy  the  stams  of  "Government  Securities"  and  are, 
thereby,  exempt  from  the  registration,  reporting  requirements,  and  fees  of  the 
U.S.  Securities  and  Exchange  Commission  and  the  States. 

•  The  Secretary  of  the  Treasury  is  authorized  at  the  Secretary's  discretion  to 
provide  direct  government  loans  to  each  GSE  of  up  to  $2.25  billion. 

•  Debt  Securities  and  mortgage-backed  securities  issued  by  the  GSEs  receive 
almost  the  same  preferential  investment  status  as  Treasury  debt.  They  can  be 
used  in  many  ways  in  Heu  of  U.S.  Government  Securities,  for  example  as 
eligible  collateral  for  advances  from  the  Federal  Reserve  Banks  for  Federal 
Reserve  open-market  purchases  and  for  collateralizing  public  deposits,  in 
addition  to  being  eligible  for  imlimited  investment  by  federally  supervised 
financial  institutions. 

•  GSE  securities  are  traded  through  the  Fedwire  system. 

•  The  GSEs'  debt  securities  and  MBS  receive  more  favorable  risk  weights  than 
other  mortgage  loan  assets  for  the  purpose  of  calculating  risk-based  capital 
requirements  for  supervised  depository  institutions. 
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While  there  is  no  direct  government  guaranty  of  debt  issued  by  the 
GSEs,  investors  in  the  capital  markets  assume  an  implicit  guaranty, 
which  provides  Freddie  Mac  and  Fannie  Mae  with  the  ability  to  borrow 
at  advantaged  rates. 

The  structure  of  Faimie  Mae  and  Freddie  Mac  combines  the  advantages 
of  Government  Sponsorship  status  with  the  functional  organization  of  a 
shareholder-owned  Corporation.  This  structure,  without  effective 
independent  oversight  over  their  activities  and  the  use  of  their  special 
advantages,  could  lead  to  a  conflict  between  the  public  purpose  goals  of 
the  GSEs  and  their  private  sector  goals  of  maximizing  return  to  their 
shareholders. 

MBA  believes  the  special  advantages  that  the  GSEs  receive  should  not 
be  used  to  compete  in  the  primary  market  or  to  expand  into  markets 
currently  well  served  by  others.  Rather,  they  should  be  focused 
exclusively  on  maintaining  liquidity  and  stability  in  the  secondary 
mortgage  market,  as  provided  for  in  their  charters,  and  on  achieving 
their  affordable  housing  goals. 


Support  for  Maintenance  of  the  Separate  Roles  of  the  GSEs  and 

Mortgage  Lenders 

MBA  believes  that  any  policy  debate  on  the  activities  of  the  GSEs 
should  be  focused  on  the  distinct  roles  of  public  and  private  sector 
entities.  We  should  not  focus  on  the  GSEs'  role  in  isolation,  but  must 
also  consider  the  capacity  of  private  maricets  to  meet  housing  needs. 
Therefore,  it  is  critical  to  MBA  that  there  be  a  clear  separation  between 
the  roles  of  mortgage  lenders  and  the  GSEs. 
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MBA  supports  prohibition  against  participation  by  the  GSEs  in  any 
primary  mortgage  market  activities,  including  the  current  statutory 
prohibitions  against  tiie  GSEs'  providing  or  engaging  in  direct  lending  to 
borrowers.  Mortgage  lenders  should  continue  to  originate  and  service 
mortgage  loans,  maintaining  the  market  contact  with  their  customers  and 
vendors,  including  but  not  limited  to  consimiers,  owners/developers  of 
housing,  brokers  and  other  real  estate  professionals. 

The  GSEs  should  introduce  new  products  and  services  only  when  they 
directly  relate  to  their  core  functions  of  providing  liquidity  and  stability 
in  the  secondary  mortgage  market,  including  activities  relating  to 
mortgages  on  housing  for  low  and  moderate  income  families. 


Oversight  and  Regulation 

The  size,  risk  position  and  financial  impact  of  Fannie  Mae  and  Freddie 
Mac  have  grown  enormously  since  their  inception.  MBA  believes  that 
the  need  for  regulation  of  their  activities  has  increased  in  direct  relation 
to  this  growth.  Focal  areas  of  regulation  should  include:  their  financial 
safety  and  soundness,  the  appropriateness  of  their  activities  in  relation  to 
their  charter,  their  performance  under  their  specific  housing  goals,  and 
their  effectiveness  in  fulfilling  their  mission. 

Regulation  of  the  GSEs  must  be  independent  and  well  funded.  It  must 
be  carried  out  by  entity(s)  with  the  resources  and  expertise  to  evaluate 
the  GSEs'  performance  both  as  financial  institutions  and  as  public 
purpose  entities.  The  regulator(s)  must  have  the  capacity  to  enforce 
tfieir  findings.  Costs  of  this  regulation  should  be  fully  funded  by  the 
GSEs. 
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In  the  ongoing  review  of  their  activities,  particular  attention  must  be 
paid  to  the  issues  of:  1)  whether  the  activities  of  the  GSEs 
have  the  effect  of  displacing  or  discouraging  activities  of  private  market 
entities  that  do  not  enjoy  the  special  advantages  that  have  been  conferred 
upon  the  GSEs;  and  2)  whether  their  activities  are  consistent  with  the 
specific  mandate  of  providing  stability  and  liquidity  in  the  secondary 
market  for  residential  mortgages. 


Guaranty  Fees 

Fees  and  charges  collected  by  the  GSEs  from  seller/servicers,  including 
guaranty  fees,  are  generally  passed  on  to  borrowers.  Therefore,  guaranty 
fees  and  other  charges  should  be  set  at  levels  appropriate  to  protect  the 
GSEs  against  the  risks  posed  by  the  types  of  mortgages  purchased,  as 
well  as  guarantees  and  services  provided,  and  to  provide  reasonable 
returns  to  shareholders  in  the  context  of  their  public  mission. 


Technology 

In  virtually  every  sector  of  our  economy,  technology  has  been  a 
powerful  and  positive  force  for  improving  productivity,  efficiency  and 
accuracy  in  processing  large  amounts  of  information.  In  the  housing 
finance  market,  the  application  of  technology  by  a  wide  range  of  public 
and  private  sector  participants  has  been  a  driving  force  in  increasing 
opportunities  for  homeownership.  To  further  expand  these 
opportunities,  the  MBA  supports  the  existence  and  development  of  an 
open,  competitive  marketplace  for  technology  in  order  to  achieve  greater 
efficiencies  and  competition  to  benefit  the  entire  marketplace. 
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MBA  believes  that  to  promote  liquidity  and  efficiency  in  the  mortgage 
maikets: 

•  Any  underwriting  technology  used  by  the  GSEs  should  be  transparent 
so  iie  lending  criteria  of  the  GSEs  are  understood  by  their 
Seller/Servicers 

•  Aggregate  and  loan  level  performance  data  collected  by  the  GSEs 
should  be  made  available  to  their  Seller/Servicers 

To  be  consistent  with  their  mission,  the  GSEs  should  not  develop, 
distribute,  or  use  technology  in  a  way  that: 

•  Bypasses  their  Seller/Servicers  by  going  direct  to  the  customers  or 
vendors  of  those  partners,  including  but  not  limited  to  consumers, 
owners/developers  of  housing,  brokers,  and  other  real  estate 
professionals. 

•  Displaces  or  discourages  innovation  and  development  of  competing 
systems  by  private  enterprises. 

•  Limits  access  to  their  programs  or  is  a  precondition  for  waivers  of 
representations  and  warranties  or  waivers  of  program  and 
documentation  requirements. 

User  Fees 

MBA  opposes  the  imposition  on  the  GSEs  of  user  fees  that  will  increase 
the  cost  of  housing  in  the  primary  mortgage  market. 
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Capital  Standards 

MBA  supports  expanded  liquidity  for  the  residential  mortgage  markets 
by  achieving  the  lowest  possible  risk-based  capital  standards  for  the 
GSEs  and  other  federally-regulated  financial  institutions  consistent  with 
safety  and  soundness  for  participating  institutions,  stability  for  the 
overall  market,  and  minimum  exposure  to  the  American  taxpayers. 

Affordable  Housing  Goals 

MBA  believes  that  the  Affordable  Housing  Goals  should  be  set  at  the 
numeric  levels  proposed  by  HUD.  MBA  believes  that  the  definition  of 
what  counts  toward  the  goals  is  an  important  aspect  of  the  regulations 
which  needs  ongoing  review.  MBA  believes  that  the  continuation  of  a 
sub-goal  for  multifamily  housing  is  appropriate  and  essential  to  assuring 
the  GSEs'  continued  involvement  in  this  market. 

MBA  also  believes  that  the  GSEs  should  accomplish  these  goals  without 
cost  or  risk  transfer  to  the  primary  mortgage  market  consistent  with  their 
statutory  goal  of  "leading  the  market"  and  that  these  loans  should 
provide  a  "reasonable  economic  return  that  may  be  less  than  the  retum 
earned  on  other  activities." 
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ARTICLES  ON  ALBANY 


Monday,  June  26,  2000 


EDITORIALS 


Albany's  national  role 

The  city  launches  a  pilot  homebuyer  program, 
while  Troy  gets  more  state  jobs  for  its  downtown 


Ever  since  Americans  began  moving  to  the  sub- 
urbs in  droves,  the  cities  have  been  left  behind  to 
struggle  for  their  economic  survival.  More  often 
than  not,  they  have  concentrated  their  efforts  on 
luring  new  jobs  to  their  industrial  parks  and  down- 
towns, a  strategy  that  remains  popular  even  today. 

But  in  recent  years,  there  have  been  signs  that 
instead  of  placing  all  of  their  economic  hopes  on 
jobs,  the  cities  are  beginning  to  realize  that  people 
matter,  too.  People  who  buy  homes,  repair  and 
improve  them  and  add  to  the  city's  lax  base.  Now 
comes  a  rare  opportunity  for  Albany  to  prove  this 
new  theory  on  a  national  scale.  Under  a  first-of-its 
kind  program,  Fannie  Mae  will  join  with  the  city  of 
Albany  and  the  Mortgage  Bankers  Association  of 
America  to  provide  low<ost  loans  of  up  to  SS,000 
to  help  home  buyers  come  up  with  their  down  pay- 
ments. Albany  will  contribute  $100,000  in  collater- 
al, and  two  mortgage  association  members, 
FleetBoston  Financial  Corp.  and  HSBC,  will  each 
put  up  S7S,000.  Fannie  Mae  will  match  those  con- 
tributions on  a  4-to-l  scale,  for  a  total  of  $1  million. 

The  program  is  expected  to  help  some  250 
first-time  home  buyers,  with  one-stop  services  and 
assistance  available  at  a  Central  Avenue  office 
called  the  Albany  Home  Store.  A  successful 
program  will  "strengthen  the  economic  vitality  of 
the  city  of  Albany,"  observes  Christopher  J. 
Sumner,  president  of  the  mortgage  bankers  group. 

The  program's  benefits  are  so  apparent  that  it's 
puzzling  why  similar  programs  weren't  begun 
nationwide  long  ago.  One  answer  is  that  the 


jobs-equals-prosperity  thinking  still  prevails. 
New  jobs  do  help,  to  be  sure.  But  workers  often 
commute,  while  homeowners  add  to  the  city's  tax 
base  and  count  toward  crucial  census  tallies. 

In  Troy  also,  the  dual  objectives  of  attracting 
homeowners  and  jobs  continue  to  spur  revival.  As 
the  new  Albany  program  was  making  news,  the  city 
of  Troy,  coincidentally,  was  hearing  more  good 
news  of  its  own  as  Governor  Pataki  and  state  Senate 
Majority  Leader  Joseph  Bruno,  R-Brunswick, 
announced  that  more  state  jobs  would  be  coming  to 
downtown  soon.  Even  more  welcome,  the  stale 
Health  Depanment  workers  who  will  be  relocating 
will  be  occupying  the  former  Stanley's  Department 
Store,  which  has  been  vacant  since  1989. 

All  this,  plus  hundreds  of  other  state  jobs  that 
Senator  Bruno  has  steered  to  Troy,  warrants  praise. 
But  Troy  Mayor  Mark  Pattison  is  also  right  to 
caution  that  an  influx  of  jobs  is  no  substitute  for 
attracting  new  homeowners  as  well.  That's  because 
Troy,  like  all  older  cities,  must  cope  with  the  urban 
problems  of  shrinking  tax  bases  and  steadily  rising 
costs  of  maintaining  basic  municipal  services. 

Like  Albany,  Troy  has  a  program  -  though 
different  in  scale  and  revenue  sources  -  designed 
to  lure  homeowners  back  to  the  city,  one  that 
combines  the  Sage  Colleges  and  Troy  Rehabilitation 
and  Improvement  Program.  In  Schenectady,  Union 
College  is  also  reaching  out  to  prospective  home- 
owhers  in  campus  neighborhoods.  In  the  shott  terra, 
that  means  the  cities  are  rebuilding  their  lax  bases. 
In  the  long  term,  it  means  hope  for  the  ftiture. 
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News  Service 


Friday,  June  16,  2000 


Fannie  Mae  mortgage  group  to  unveil 
program  for  homebuyers 


BY  JANET  MORIUSSEY 


NEW  YORK  (DOW  JONES)  -  -  Fannie  Mae 
(FNM)  is  expected  to  unveil  a  pilot  project  next 
week  in  which  the  agency  will  team  up  with  the 
Mortgage  Bankers  Association  of  America  and  the 
city  of  Albany,  N.Y.  to  help  people  become 
homeowners. 

Under  the  program,  the  three  entities  will  jointly 
contribute  up  to  SI  million  in  collateral,  which  will 
then  be  used  to  help  cash-strapped  home  buyeis 
with  their  down  payments.  Low-interest  loans  of 
up  to  SS,000  will  be  offered  to  home  buyeis  to 
help  widi  a  down  payment,  said  Todd  Howe,  vice 
president  of  corporate  and  member  relations  at  the 
Mortgage  Bankers  Association. 

This  marks  the  first  time  the  MBA  has  teamed 
up  with  Fannie  Mae  and  a  municipality  for  stx:h  a 
program,  said  Howe. 

Albany  is  contributing  SI 00,000  in  collateral, 
and  two  members  of  the  Mortgage  Bankers 
Association  -  Reel  Bank,  a  unit  of  FleetBoston 
Financial  Corp.  (FBF)  and  HSBC  (HBQ  -  arc 
putting  up  $75,000  each  in  collateral.  Fannie  Mae 
is  matching  those  contributions  four-to-one  for  a 
grade  total  of  $1  miUion.  The  city  of  Albany  is 
issuing  a  note  for  $1  million  and  Fannie  Mae  has 
agreed  to  purchase  it  Home  buyers  can  access  the 
loans  through  Fleet  and  HSBC. 

Howe  said  the  two-year  pilot  program  is 
designed  to  help  Albany  lore  residents  back  into 


the  city's  core  as  part  of  a  revitalization  and 
rebuilding  plan.  He  said  he  expects  other  cities  to 
follow  suit,  noting  that  he's  already  had  inquires 
from  cities  in  Colorado  and  Illinois  about  possibly 
launching  a  similar  program. 

The  Mortgage  Bankers  Association,  which 
includes  mortgage  companies,  brokers  and  other 
lenders,  had  been  looking  to  hook  up  with  Fannie 
Mae  for  such  a  venture  since  last  December,  said 
Howe.  Although  many  members  of  die  MBA  do 
business  with  Faiuiie  Mae,  as  many  of  their 
mortgages  are  soM  to  the  government  sponsored 
enterprise,  or  GSE,  this  program  allows 
conununines  to  see  the  benefits  directly. 

It  also  allows  MBA  members  to  tap  into  Fannie 
Mae's  partnership  offices,  which  are  set  up  around 
the  country,  he  said. 

With  all  the  noise  reverberating  out  of 
Washington  about  proposed  overhauls  to  Faimie 
Mae  and  odier  GSEs,  this  program  allows 
communities  to  see  the  benefits  upfront,  be  said. 

"^t  gets  it  out  of  Washington  and  into  the 
backyards  and  conuounities  where  the  people 
are,"  he  said,  "h  helps  the  community.  It  helps 
home  ownership  and  it  helps  the  city." 

Howe  added:  "It  gives  us  an  opportunity  to  be  a 
model  for  (cities  throughout)  the  country." 

—    Janrt  Monissey,  Dow  Jones  Newswires, 
201-938-2118 
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Wednesday.  Jane  21. 2000 


Fannie,  MBA  help  first-timers  meet  initial  costs 


BY  ERICK  BERGQUIST 


The  Gty  of  Albany,  the  Montage  Bankets 
Assodation.  two  banks,  and  Fannie  Mae  have 
teamed  up  to  create  a  loan  fund  for  fiist-time 
bomebuyen  to  cover  down  payments  and  closing 


The  propam  provides  borrowen  with  second 
montages  ranging  from  $2,000  to  $5,000.  To 
qualify,  homeboyers  roust  get  a  fiist  mortgage  on 
a  home  in  Albany,  either  through  a  government 
homeboyer's  awiwincr  program  or  from  a 
conventional  lender. 

Aldxwgh  the  program  is  local  and  relatively 
small  -  Fannie  is  committing  a  total  $1  million  - 
Christopher  J.  Snmner.  the  president  of  the 
Mortgage  Bankers  Association,  said  be  sees  poten- 
tial for  developing  similar  programs  in  other  cities. 

It's  imponant  that  we  can  replicate  it  around 
the  countty,"  Mr.  Sumner  said.  His  trade  group 
helped  oiganize  the  Albany  program. 

Fannie  wiU  purchase  a  SI  million  note  issued 
by  the  Albany  Community  Development  Agency. 
Proceeds  from  the  bond  sale  will  be  used  to  fund 
the  second  mortgages. 

Because  the  bond  is  unrated,  the  city  con- 
tributed S100.000  and  FleetBoston's  Fleet 
Mongage  Group  and  HSBC  USA  Inc.  kicked  in 
$75,000  each  as  extra  collateral.  The  diy  will 
administer  the  second  raongages.  A  Development 
Agency  spokesman  said  it  hopes  to  begin  making 


the  loans  next  month. 

A  Fannie  Mae  spokesman  said  Fleet  or  HSBC 
would  originate  the  second  loans  and  turn  them 
over  to  a  master  seDer-servicer  to  be  selected  by 
Albany.  That  seller-servicer  would  hold  the  loans 
»oi  act  as  a  trustee  for  the  city,  which  in  tnni 
would  pay  Fannie. 

Ibe  loans  wonM  be  made  through  Albany 
Home  Store,  a  bomebuyer-counseling  center  that 
the  city  plans  to  open  in  die  next  few  weeks.  Mr. 
Sumner  said  that  Home  Store  would  educate 
horoebuyers  and  help  to  protect  them  from  preda- 
tory lenden. 

Hie  program  is  a  response  to  lising  housing 
costs,  which  have  made  bomebuying  mote  difBcntt 
for  low-  and  noddk-income  families.  However, 
die  Albany  program  is  not  pegged  to  income;  any- 
one may  participate. 

Mr.  Sumner  said  the  program  wiD  cootributB  to 
urban  renewal  by  encouraging  people  to  move 
back  to  the  city  from  the  suberbs.  Theit  is  a  con- 
fluence of  mayon  conunitied  to  cleaning  cities, 
creating  attractive  city  cote  areas."  he  said. 

Robert  J.  Levin,  Fannie  Mae's  executive  vice 
president,  said  Fannie  has  "been  involved  widi 
about  SlOO  million  of  down  payment  assistance" 
nationwide.  However,  this  is  die  first  program  in 
which  Fannie  has  partnered  widi  the  Mortgage 
Bankers  Association,  he  said,  and  the  first  in  which 
private  lenders  have  shared  the  risk  by  putting  up 
capital. 
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Large  response  in  Albany  to  new  home-loan  program 


BY  JEREMY  BOYER 
GAZETTE  REPORTER 


ALBANY  -  In  the  two  days  after  announcing  a  $1 
million  loan  program  to  help  first-time  homebuy- 
ers,  the  city  says  it  has  been  swamped  with  phone 
calls  from  interested  participants. 

By  late  Wednesday  afternoon,  more  than  70 
people  had  contacted  the  city  Community 
Development  Agency  asking  for  information  on 
the  new  program,  which  will  provide  first-time 
homebuyets  with  loans  of  $2,000  to  $5,000  for 
downpayment  and  closing  costs. 

'There  is  a  lot  of  interest  out  there,  absolutely," 
said  Frank  Nemeth,  the  director  of  the  Albany 
Home  Store,  the  aim  of  the  CDA  that  will  admin- 
ister the  loan  program. 

The  loan  program  announced  Monday  at  Albany 
City  Hall  will  be  funded  by  the  city,  HSBC  Bank 
USA,  Fleet  Bank  and  Fannie  Mae.  These  organiza- 
tions credited  the  Mortgage  Bankers  Association  of 
America  with  bringing  all  of  the  participants 
together. 

Albany  will  be  the  first  of  several  cities 
throughout  the  United  States  to  have  the  program, 
MBA  officials  said.  The  Albany  program  will  be 


used  as  a  model  for  the  future  cities,  which  should 
be  announced  by  the  end  of  the  year. 

The  city  of  Albany  expects  to  help  250  families 
buy  their  first  homes  within  its  borders.  There  are 
no  income  guidelines  for  the  program. 

Nemeth  said  interest  rates  for  the  loans  are  still 
being  determined,  but  he  said  they  should  be  kept 
low. 

"It's  a  great  opportunity,"  Nemeth  said  of  the 
program.  "Home  ownership  helps  stabilize  neigh- 
borhoods and  the  community." 

The  Albany  Store  is  a  city  entity  that  will  be 
opened  on  Central  Avenue  within  the  next  three  or 
four  weeks.  It  will  be  a  one-stop  center  for  coun- 
seling and  services  for  first-time  homebuyers.  The 
new  loan  program  will  be  one  function  of  the 
Albany  Home  Store. 

Nemeth  said  applicants  for  the  program  should 
be  available  by  mid- July  at  the  latest  At  this  point, 
interested  participants  should  contact  the  CDA  at 
434-5240. 

"We'll  give  them  a  brief  overview  of  the  pro- 
gram over  the  phone,"  he  said.  "We'll  add  their 
name  to  a  list  of  interested  applicants  and  contact 
them  when  the  program  is  ready  to  go." 
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12:30:26.  19  June  2000 


MBA,  Fannie  Mae,  lenders 
partner  in  mortgage  plan 


NEW  YCMUC  June  19  (Reuten)  -  The  Monga^e 
Bankers  Association  of  America  (MBA),  two  key 
mongaee  lenders  and  Fannie  Mae,  the  nation's 
largest  source  of  financing  for  home  mortgages, 
announced  on  Monday  a  new  prognun  aimed  at  bel|>- 
ing  first  time  bomebuyen  in  Albany,  N.Y. 

The  MBA.  Fannie  Mae,  Fleet  Bank  and  HSBC 
Bank  USA  have  committed  a  total  $1  million  to  help 
make  home  loans  affoidable  through  down  payment 
and  closing  cost  assistance,  the  MBA  said  in  a  press 
release  Monday. 

The  Qty  of  Albany  also  invested  $100,000,  die 
MBA  said.  The  program  is  the  first  in  a  series  of 
such  investments  by  mongage  lenden  in  cities 
around  the  country,  the  MBA  said. 

The  home  mongage  program,  expecied  to  serve 
2SP  Albany  fiist-tiiDe  hone  buyen,  will  provide 
loans  of  between  $2,000  and  $5,000  for  down  pay- 
ment assistance  or  dosing  costs  in  conjimction  with 
obtaining  a  first  mortgage  under  a  stale  or  local  gov- 
ernment home  buyer's  assistance  program,  or 
through  cooveoiiaoal  mongage  financing. 

The  MBA,  which  ttpnttats  3.100  mongage  com- 
panies, mongage  brokers,  commercial  banks,  thrifts, 
life  insurance  companies  and  odien  in  the  mortgage 
lending  fieU  across  the  nation  inrhirting  Fleet  Bank 
and  HSBC  Bank  USA.  worked  widi  Fannie  Mae 
over  die  past  six  months  to  develop  and  implement 
the  pcboc-privme  panoership. 

The  Albany  program  is  eatpeaed  to  be  a  model  for 
similar  progranu  across  die  counny.  die  MBA  said. 

He«iquanered  in  ^Uungtoo.  D.C.  the  MB  A  is  a 
natioaal  indusny  anodation  repieseniing  die  imer- 
esis  of  resideuial  and  oommercial  real  estate  lenden. 
servioenand  veodon. 
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Fannie  Mae  to  aid  Albany  house  buyers 


BY  JEREMY  BOYER 
GAZETTE  REPORTER 


ALBANY  -  Fannje  Mae,  the  publicly  owned 
Federal  National  Mortgage  Association,  will 
announce  a  new  local  program  on  Monday  that 
could  help  hundreds  of  people  purchase  their  first 
homes  in  the  city  by  financing  down  payments 
and  closing  costs. 

The  program  will  create  a  public-private  part- 
nership involving  two  banks,  the  city  and  Fannie 
Mae.  Officials  directly  involved  in  the  program 
declined  to  discuss  specific  details  on  Friday,  but 
said  it  is  a  new  type  of  initiative  for  Fannie  Mae. 

Sources  said  the  program  would  provide  loans 
of  S2,000  to  $5,000  to  help  fiist-time  home  buyers 
in  the  city  with  down  payments  and  closing  costs. 
About  $1  million  worth  of  funding  for  the  program 
would  come  from  HSBC  and  Fleet  banks,  and 
from  Fannie  Mae. 

"This  is  going  to  be  a  boon  for  certain  people, 
young  couples  and  others  who  haven't  been  able  to 
build  up  savings  yet,"  one  official  said.  "The  thing 
that  prevents  most  people  from  buying  their  first 
home  is  not  interest  rates,  it's  typically  down  pay- 
ment and  closing  costs.  They  just  don't  have 
enough  money." 

The  program  comes  at  a  time  when  rising  inter- 
est rates  have  boosted  the  costs  of  buying  a  home, 
and  slowed  home  sales  nationwide. 


Further  details  of  the  program  will  be  unveiled 
at  a  press  conference  at  Albany  City  Hall  on 
Monday  morning.  According  to  an  advisory,  the 
program  is  a  joint  effort  of  Fannie  Mae,  the 
Mortgage  Bankers  Association  of  America,  HSBC, 
Fleet  Bank  and  the  city  of  Albany. 

It  was  not  clear  Friday  what  role  the  city  itself 
and  the  MBA  will  have  in  the  program. 
Information  on  terms  and  interest  rates  for  the 
loans  was  also  not  available. 

Bringing  first-time  home  buyers  into  Albany 
has  been  a  priority  for  city  officials,  said  George 
Leveille,  commissioner  for  the  Department  of 
Development  and  Planning.  "Home  ownership  is 
the  basis  for  most  of  a  family's  equity,"  Leveille 
said.  'Tlus  it  brings  stability  to  neighborhoods. 
People  who  own  a  home  tend  to  have  more  of  a 
vested  interest  in  their  neighborhood." 

Leveille  would  not  discuss  specific  features  of 
the  program  to  be  unveiled  on  Monday.  "I'll  just 
say  I  think  it's  going  to  be  real  a  positive  thing 
for  the  city  of  Albany,"  he  said. 

A  Fannie  Mae  official  who  asked  not  to  be 
identified  said  the  program  is  a  new  type  of 
initiative  for  the  company  because  of  the  number 
of  partners  involved.  "This  is  not  a  typical  kind  of 
partnership,"  the  official  said. 

Fannie  Mae  provides  financial  products  and 
services  to  help  low-  to  middle-income  families 
throughout  die  United  States  to  buy  homes. 
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$1M  fund  established  to  help 
first-time  homebuyers  in  Albany 


The  City  of  Albany,  Fleet  National  Bank, 
HSBC  Bank  USA  and  Fannie  Mae  have 
commined  a  total  of  $1  million  to  a  fund  to 
assist  first-time  homebuyeis.  Tlie  program, 
developed  by  the  Mortgage  Bankers 
Association  of  America,  will  provide  loans 
of  between  $2,000  and  $5,000  for  downpay- 
ments  or  closing  costs.  It  is  open  to  anyone 
who  purchases  a  home  in  Albany  through 
the  Albany  Home  Store,  a  new  entity  that 
provides  counseling  and  services  to  help 
people  become  successful  homebuyers. 
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FOR  THE  RECORD 


Low-cost  housing  loans 
available  in  Albany 


ALBANY  -  Low-cost  loans  of  $2,000  to 
S5,000  for  mongage  down  payments  and 
closing  costs  will  be  available  to  250  first- 
time  bomebuyers  in  the  city  through  a  $1 
million  program  fiinded  by  the  city.  Fleet 
Bank,  HSBC,  the  Mortgage  Bankers 
Association  of  America  and  Fannie  Mae. 

The  city  will  administer  the  program  and 
assist  the  buyers  from  the  new  Albany 
Home  Store,  which  is  to  open  soon  on 
Central  Avenue.  For  more  information,  call 
City  Hall  at  434-5240. 


-  Jo-Ann  Johnston 
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$1M  public-private 
loan  fund  to  help 
Albany  homebuyers 


Fleet  National  Bank  and  HSBC  Bank 
USA  have  teamed  up  with  the  Mortgage 
Bankers  Association  of  America,  the  city  of 
Albany  and  Fannie  Mae  to  create  a  $1  mil- 
lion loan  fond  for  fiist-time  homebuyers. 

The  loan  fund  will  woik  in  conjunction 
with  the  Albany  Home  Stoie,  a  new  entity 
scheduled  to  open  in  July,  to  provide  coun- 
seling and  other  services  to  prospective 
homebuyers  in  Albany.  People  who  pur- 
chase a  house  through  the  Home  Store  wUl 
be  eligible  for  loans  between  $2,000  and 
$5,000  for  a  down  payment  or  for  closing 
costs. 

The  bulk  of  the  $1  million  came  from 
Fannie  Mae,  the  Federal  National  Mortgage 
Association.  Albany  invested  $100,000  and 
Fleet  and  HSBC  each  put  in  $75,000.  The 
Mortgage  Bankers  Association  helped 
develop  the  initiative,  which  it  is  hoping  to 
replicate  in  other  areas. 

Fleet,  based  in  Providence,  R.I.,  has  49 
branches  in  the  Capital  Jlegion.  Buffalo- 
based  HSBC  has  24  area  offices. 


65-224  00-18 


532 


Real  Estate  Finance  Toda^' 

The  Weekly  Newspaper  of  The  Mortgage  Banken  AsMKlatton  of  America  


7 


MBAinMoixlableHousb^Effoit 

For  ^efint  time,  MBA  helps  coordmaU  knden  and  GSE 
in  a  dtywitU  proffTim. 


BY  hOOua  MURRAY 


For  (he  Tint  time  ever,  ihe  Mongaje 
Bankcn  Auociaiion  of  America  hu  coordi- 
njicd  pnviie  lender  participation  m  in  AV 
bany,  NY  aJTordable  homing  progrun 

Fannv  Mae  and  two  monger  Icndcn 
havf  (OfTunhtMj  lo  provkltng  mongaga  for 
nnmime  homcbu^m.  including  down- 
paynmi  and  doBug  con  asibunce 

This  new  kan  program  will  enable  hun- 
dreds of  New  York  funilici  lo  aHord  lo  bur 


a  home,  giving  them  added  lecurity  and  to 
bility  in  iheir  own  homes  while  helping 
urengthen  ihc  economic  vitality  of  the  aty 
of  Albany,' taidChruiopher  Sumner,  prest- 
dcniofiheMBA. 

Fanme  Mae  has  comrairte^  lo  finance 
ihe  Si  million  home  mortgage  progmo 
through  iu  Down  Payment  Aninance  Inweii- 
meni  Note  (DPAIN) 

*1i  wiA  a  four-4o-one  match  with  Farmic 
Mae  for  the  whole  program,'  laid  Todd 
Howe,  vice  praideni.  corporate  rebuoru  ai 


arvMU4f«rrfaMrihMiHf^rvrruiuAaavKM>'.  Ngtl 


MBA.  *Bui  it  wu  the  fir^i  time  that  wc  wwe 
able  10  levCT3ge  morr  monry  by  having  pn- 
vaie  lenden.' 

SiiKe  the  program  wai  announcedi.  there 
have  been  more  than  70  phone  calU  to 
Albany!  ory  community  and  drvek>pmeni 
agency  asking  about  the  program,  accord- 
ing to  MBA  i5r*cul»- 

The  innovative  downpayment  austzrKe 
iniiiamr.  dovlapcd  tn  partnership  with  the 
ory  of  Albany^  MBA.  FWt  Bank  and  HSBC 
Bank  USA.  wilt  provide  the  CTtKial  funds 
needed  to  create  nwfe  hewrtcownenhy  op 
pommina  throughoui  Albany,*  sud  Robrn 
Lrvin,  ewcuuw  vice  pmadeni  ai  Fannie  Mae. 

Torihe  firw  time,  MBA  and  Fannie  Mae 
have  formaJued  a  partnenhip  to  try  to  do 
»ome  diflerrni  innovative  thingi  m  difler- 
eni  area*,*  laid  Roben  Bannister,  director 
for  the  wenem  and  central  New  >brt  pan- 
nenhip  office  for  Fannie  Mae.  "Something 
b  dJTereni  from  this  downpaymeni  assts- 
unce  program  than  the  ones  we  have  dor>e 
in  the  past  few  ytan  with  other  mayors.  MBA 
brought  willing  partnen  to  the  ubte  m  the 
form  of  two  lendirig  partnen  that  pooietJ 
colbieral  to  help  leverage  this  progrun  for 
many  more  people  * 

MBA  had  encour^ed  FVei  Bank  and 
HSBC  Bank  USA  to  get  involved  m  the  pro- 
gram and  the  lerKJen  invetied  fTS.OOO  eacK 
At  the  same  ume,  the  nty  of  Albany  mvcued 
1100.000. 

Tkei  invesed  m  ihs  uniqtK  portnenhip 
becaioe  of  the  positrve  impact  on  aD  cod- 
cemed.*  said  Michael  Tortc,  pnsidcDi  arid 
chief  operating  ofTKer  of  FVei  Mortgage 
Croup.  Columbia,  S.C.  *By  working  lo- 
geiher.  puMic  and  pnvaie  entities  can  help 
sirrngihen  cities  and  further  procDoie  eco- 
nomic dewelopmmi  efTorts.  * 

David  Ffunter,  prrsideni  of  HSBC  Morv 
gagv  Corp^  Newlfoirfc,  potnted  out.  Tha  pio- 
gram  rrpraents  a  T>ew  partixrihip  between 
HSSC  (he  MBA.  Faniue  Mae  and  the  aiy  <tf 
Albany.  We  m  peoud  to  be  ai  the  lovniunt  cl 
iho  inioame.  which  wiD  help  peoplr  achiew 
their  dream  of  homecwnetihip  arwl  help 
ttrengihen  the  Aftnny  coramuruty* 

The  program  wiO  prt^i^de  kttm  benwvn 
U.000  to  (5,000  for  dcpwnpaymmi  aiBnncr 
or  ctomg  coRs  m  conjunctnn  wch  otaiD- 
ing  a  f>iinongi|e  mder  a  «ue  or  taol  gt^ 
cnuuciu  notHcbuyCT  s  aanxsnce  uugiatt  cr 
through  corrcnoona)  mongife  b 


Home  Store  provides  cotmseling  and  lervw 
to  asast  bommrn  m  puitJiasng  a  home 
It  b  not  aprere^uisiie  togoihrough  t 
Home  Store  and  its  Widen,  but  MBA  o: 
ciaU  behevf  that  most  consumen  will , 
there  since  that  b  where  the  Albany  plJ 
to  rnarkri  the  produo. 

The  Home  Store  and  the  MBA/F. 
nie  Mae  Albany  DPAlN  pannenhip  v 
provide  iremendotis  moureri  to  Alba 
homebuyen  who  need  to  sectirc  Ic 
intCTcsi  loam  to  rmance  the  downpayme 
ar»d/o»  clonog  co«u  on  a  new  home.*  ut 
Albany  Mayor  Jerry  Jennings.  'Indivic 
all  who  prrvioiuly  were  unable  to  pi 
chase  a  hotae  becatiae  of  limited  financi 
resources  now  have  a  real  chance 
homeowocrship 

The  MBA  has  let  tip  a  general  agre 
ment  with  Fannie  Mae  to  expand  this  pi 
gram  acniu  the  country. 

While  Fannie  Mae  has  met  with  mi 
on  10  Rochester  and  Niagara  Falls,  il 
MBA  has  set  up  jomi  meetings  with  tl 
U^.  Cofkference  of  Mayon  and  hotuit 
and  real  cMaie  agenoes  in  Albany,  Cha 
lone,  N.C,  M'inttrapoUs  and  San  Francisc 
to  ftirtber  affordable  housing  policies. 

Tbe  MEA.  the  U^  ConfrmKe  of  Ma« 
ort  and  the  Research  lissuitne  for  Hou 
iog  Asienci  will  be  wtH-king  on  a  repoi 
for  January  SOOl  to  presrat  to  the  ne- 
Cofsgreis  and  White  Houae  wayi  m  whtci 
the  mortgage  industry  and  citm  can  wor 
(ogetber  to  promote  affordaUe  housinf 


DPAlNwiEbev 

ng  a  home  in  Aftnny  ■  aD  Irwtactfa: 

TW  city  will  markn  the  Aftiany  Hoae 

eDnUN-Tbe 
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NEWS  RELEASE 

CONTACT:  Dave  Wamer  (202)  557-2843  or 
Kathy  Buchanan  (202)  557-2730 

MBA  Urges  Comprehensive  Mortgage  Reform,  Releases  7-Point  Plan 

WASHINGTON  (June  15) — The  Mortgage  Bankers  Association  of  America  (MBA)  today  released  a  seven- 
point  plan  for  reforming  the  mortgage  process  and  best  practices  guidelines  to  assist  lenders  working  with 
subprime  borrowers.  MBA  is  urging  Congress  and  the  Clinton  administration  to  include  comprehensive 
mortgage  reform  as  a  key  component  of  any  action  on  predatory  lending. 

Said  MBA  President-elect  Andrew  J.  Woodward  Jr.,  "While  it  is  absolutely  essential  that  abusive  lending 
practices  be  eliminated  from  the  mortgage  lending  business,  none  of  the  efforts  to  do  so  will  be  successful 
without  real  and  comprehensive  mortgage  reform.  Simplification  of  the  mortgage  process  will  benefit  all 
consumers  and  establish  clear  rules  for  lenders." 

And,  according  to  preliminary  results  from  a  survey  commissioned  by  MBA  and  released  today,  consumers 
say  simplification  of  the  mortgage  process  would  be  the  most  effective  way  to  raise  confidence  in  and 
improve  the  mortgage  lending  experience. 

The  association's  board  of  directors  last  week  approved  a  mortgage-reform  plan  that  calls  for  increasing 
disclosures  to  borrowers,  simplifying  the  mortgage  transaction,  enhancing  consumer  education  and 
counseling,  requiring  the  use  of  fair  lending  practices,  and  increasing  enforcement  authority.  The  MBA  plan 
calls  for: 


•  Legislation  to  establish  a  "closing  cost  guarantee"  program  that  gives  consumers  up- front  closing  prices. 

Lenders  participating  in  the  program  would  be  subject  to  reformed  disclosure  requirements  that  would 
replace  the  Truth  in  Lending  Act  notices  and  front-end  disclosures  under  the  Real  Estate  Settlement 
Procedures  Act. 

•  Increased  disclosiires  to  consumers,  including  a  mortgage  information  booklet  and  a  closing  costs 

document  that  would  include  current  rates  and  points,  the  guaranteed  lender  settlement  costs,  and  an 
estimate  of  third-party  costs. 

•  Legislation  to  prohibit  enumerated  improper  practices  and  to  impose  penalties  for  engaging  in  those 

practices.  MBA  also  is  calling  for  a  new  system  of  remedies  for  consumers  involved  in  mortgage 
transactions,  including  nationwide  foreclosure  reform. 

•  Vigorous  enforcement  of  current  federal  and  state  consumer  protection  laws. 

•  Expanded  counseling  programs.  MBA  wants  the  Federal  Reserve  Board  and  HUD,  in  coordination  with 

industry  and  consumer  groups,  to  develop  and  support  a  uniform  counseling  program. 

•  Increased  consimier  education.  MBA  and  the  National  Council  on  Economic  Education  have  produced  a 

classroom  curriculum  to  teach  school  children  about  credit  and  to  help  them  develop  sound  financial 
planning  and  management  skills. 
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•  Promotion  of  fairness  and  integrity  in  the  mortgage  process  through  adherence  to  MBA's  best  practices 
guidelines  and  support  of  HUD's  fair  lending  initiatives. 

MBA's  call  for  mortgage  reform  comes  as  federal  lawmakers  and  regulators  have  increased  their 
scnitiny  of  subprime  lenders  and  taken  up  the  issue  of  "predatory  lending."  A  U.S.  Treasury/Housing  and 
Urban  Development  Joint  Task  Force  on  Predatory  Lending,  of  which  MBA  is  a  member,  recently  held 
hearings  around  the  country  to  study  the  practice  in  which  borrowers— usually  individuals  with  blemished 
credit  reports  or  spotty  employment,  so-called  subprime  borrowers— have  been  charged  excessively  high  fees 
or  have  been  subjected  to  deceptive  actions. 

"We  intend  to  work  aggressively  to  ensure  that  any  legislative  or  regulatory  approach  to  predatory  lending 
include  comprehensive  mortgage  refonn  as  a  key  component,"  said  John  Courson,  MBA  vice  president-elect, 
who  led  the  development  of  MBA  position's  on  comprehensive  mortgage  reform. 

Added  Henry  V.  Cunningham  Jr.,  a  member  of  MBA's  board  of  directors  who  represents  state  and  local 
mortgage  bankers  associations.  "The  MBA  proposal  for  comprehensive  mortgage  refonn  lays  the  foundation 
for  one  set  of  rales— a  set  of  rules  that  will  protect  and  empower  consumers  and  at  the  same  time  provide 
clear  guidelines  for  compliance  and  enforcement." 

In  a  separate  sUtement,  John  E.  Taylor;  president  and  CEO  of  the  National  Community  Reinvestment 
Coalition,  said,  "NCRC  applauds  the  Mortgage  Bankers  Association  for  its  leadership  in  calling  attention  to 
the  serious  problem  of  predatory  lending.  MBA's  call  for  refonn  and  simplification  of  the  mortgage  process  is 
an  important  and  valuable  first  step  in  addressing  the  abuses  that  are  suffered  by  many  families.  NCRC  looks 
fiowaid  to  forward  to  working  with  MBA,  Congress,  regulators,  the  GSE's  and  the  entire  lending  industry 
and  our  members  to  stop  these  abuses." 

MBA  and  the  NCRC  will  team  up  to  provide  financial  literacy  training  in  communities  across  the  country. 

MBA's  best  practices  guidelines,  also  released  today,  serve  as  standards  by  which  iu  members  should  meet 
their  business  goals  and  objectives  while  dealing  fairly  and  equitably  with  consumos.  Member  companies 
that  adopt  the  guidelines  agree  to  annual  recettifications  by  credible  independent  third  parties. 


MM4f 

MBA  b  the  DithHul  UMdatioD  rtpretcntiiii  Ibc  real  c*Ulc  flnancc  iadottry.  Hcadqnarttrcd  la  WuUagto^  DX,  tkc 
■nodaliM  worto  lo  entiirc  (he  cooUoncd  ttrcogth  oribc  utioa'i  residential  and  commcrcid  real  Cftate  BMrkett;  to  apaad 
honeswMnhip  protpects  thnmgh  incrcued  ■irordal>ility;  aid  to  extend  (ccen  lo  iirordaMc  hiiHioc  to  aU  Amertcaat. 
MBA  pronotti  bir  and  etUcal  leodiot  practices  and  fosters  excdkncc  tod  technical  know-how  naott  red  esUte  flnancc 
profcsdoaals  lhroa(b  a  wide  range  of  edocational  prograna  and  technical  publicatioas.  lis  BcnbcrsMp  of  approiiniately 
3JM  coofMnic*  hicfarics  aB  denwnts  of  real  estate  finance:  mortgage  companies,  mortgage  brokers,  comncrdal  banks, 
thrills.  Hfe  Insurance  conyaalcs  ami  others  in  the  mortgage  lending  Sdd.  For  additienal  information,  picase  vistt  MBA's 
wclMltes  j 
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MORTGAGE  BANKERS  ASSOCIATION  OF  AMERICA.  FANNIE  MAE  AND 

LENDERS  VOW  $1  MILLION  FOR  NEW  HOME  MORTGAGE  PLAN: 

LENDERS  TO  PROVIDE  DOWN  PAYMENT  ASSISTANCE 

THROUGH  LOAN  FUND 

Mortgage  Bankers  Association  of  America,  Fannie  Mae  and  Key  Lenders 
Announce  New  Program  for  City  of  Albany 

ALBANY,  New  York  (June  19, 2000)  -  In  a  unique  partnership  announced  today,  the  Mortgage 
Bankers  Association  of  America  (MBA),  two  key  mortgage  lenders  and  Faimie  Mae  (FNM/NYSE),  the 
nation's  largest  source  of  financing  for  home  mortgages,  committed  their  own  capital  to  help  make  home 
loans  affordable  through  down  payment  and  closing  cost  assistance.  These  partners  pledged  $1  million 
for  a  new  program  in  the  City  of  Albany  aimed  at  helping  first-time  homebuyers. 

The  program  -  the  first  in  a  series  of  such  investments  by  mortgage  lenders  in  cities  around  the 
country  -  was  announced  today  at  a  City  Hall  news  conference  by  Albany  Mayor  Jerry  Jennings,  MBA 
President  Christopher  J.  Sumner,  Fannie  Mae  Executive  Vice  President  Robert  J.  Levin,  and  top 
executives  of  Fleet  Bank  and  HSBC  Bank  USA. 


Mayor  Jennings  hailed  the  program  as  "a  great  investment  for  the  people  of  America's  cities  and 
for  the  citizens  of  Albany." 


'This  new  loan  program  will  enable  hundreds  of  New  York  families  to  afford  to  buy  a  home, 
giving  them  added  security  and  stability  in  their  own  homes  while  helping  strengthen  the  economic 
vitality  of  the  City  of  Albany,"  said  Christopher  J.  Sumner,  president  of  the  MBA.  "By  helping  more 
families  achieve  'the  American  dream'  of  homeownership,  this  well-financed  program  will  help  expand 
their  economic  opportunity  and  give  them  the  sense  of  pride  in  homeownership." 
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The  home  mortgage  program,  expected  to  serve  250  Albany  first-time  home  buyers, 
will  provide  loans  of  between  $2,000  and  $5,000  for  down  payment  assistance  or  closing 
costs  in  conjunction  with  obtaining  a  first  mortgage  under  a  state  or  local  government  home 
buyer's  assistance  program,  or  through  conventional  mortgage  financing. 

Financing  for  the  $1  million  home  mortgage  program  was  made  i>ossible  through  a 
commitment  fi-om  Fannie  Mae  through  its  Down  Payment  Assistance  Investment  Note 
(DPAIN).  The  City  invested  $100,000,  and  mortgage  bankers  Fleet  Bank  and  HSBC  Bank 
USA  each  invested  $75,000  in  the  DPAIN.  Fannie  Mae's  DPAIN  is  used  to  create  a  readily 
available  loan  fund,  administered  by  the  City,  which  consumers  can  use  for  down  payment 
and  closing  cost  assistance. 

DPAIN  will  be  available  to  individuals  of  all  income  levels  who  purchase  a  home 
within  the  City  through  the  Albany  Home  Store,  to  be  opened  in  the  next  few  weeks  on 
Central  Avenue.  The  Albany  Home  Store  will  provide  a  one-stop  location  for 
comprehensive  counseling  and  services  to  assist  individuals  in  becoming  successfiil 
homebuyers  in  the  city.  It  will  also  offer  a  variety  of  city  and  community  partners' 
products  and  Internet  resources  detailing  programs  available  to  individuals  attempting  to 
purchase  a  home  in  the  city. 

"The  innovative  down  payment  assistance  initiative,  developed  in  partnership  with 
the  City  of  Albany  and  the  Mortgage  Bankers  Association's  local  lenders  Fleet  Bank  and 
HSBC,  will  provide  the  crucial  funds  needed  to  create  more  homeoAvnership  opportunities 
throughout  Albany,"  said  Robert  J.  Levin,  executive  vice  president,  Fannie  Mae.  "Saving 
for  a  down  payment  can  be  one  of  the  main  barriers  to  homeownership.  Today's 
announcement  is  part  of  Faimie  Mae's  commitment  to  support  our  mortgage  lender  partners 
as  they  help  consumers  reach  their  dream  of  homeownership." 
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»  Albany  Mayor  Jeny  Jennings  said,  "The  Home  Store  and  the  MBA/Fannie  Mac 

Albany  DPAIN  partnership  will  provide  tremendous  resources  to  Albany  home  buyers  who 
need  to  secure  low-interest  loans  to  finance  the  down  payment  and/or  closing  costs  on  a 
new  home.  Individuals  who  previously  were  unable  to  purchase  a  home  because  of  limited 
financial  resources  now  have  a  real  chance  at  homeownership." 

David  Hunter,  president  of  HSBC  Mortgage  Corporation  (USA),  a  subsidiary  of 
HSBC  Bank  USA,  said,  "This  program  represents  a  new  partnership  between  HSBC,  the 
MBA,  Fannie  Mae  and  the  City  of  Albany.  We  are  proud  to  be  at  the  forefront  of  this 
initiative,  which  wall  help  people  achieve  their  dream  of  homeownership  and  help 
strengthen  the  Albany  community." 

"Fleet  invested  in  this  unique  partnership  because  of  the  positive  impact  on  all 
concerned — the  City  of  Albany,  its  residents  and  the  business  conununity,"  said  Michael  J. 
Torice,  president  and  COO  of  Fleet  Mortgage-a  FleetBoston  Financial  company.  "By 
working  together,  public  and  private  entities  can  help  strengthen  cities  and  further  promote 
economic  development  efforts." 

The  new  financing  for  the  affordable-housing  program  comes  at  a  moment  when  the 
rising  cost  of  housing  is  putting  homeownership  further  beyond  the  reach  of  many 
Americans,  especially  in  urban  centers.  Last  week,  U.S.  Secretary  of  Housing  and  Urban 
Development  Andrew  M.  Cuomo  released  his  department's  fourth  aiuiual  "State  of  the 
Cities"  report,  which  focused  in  part  on  rising  housing  costs:  Home  prices  are  rising  so  fast 
in  many  cities  that  lower-  and  middle-income  families  can  no  longer  afford  to  buy  a  house 
or  even  rent  an  apartment. 
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MBA,  FANNIE  MAE,  KEY  LENDERS  ANNOUNCE  NEW  PROGRAM 

"The  MBA,  Fannie  Mae  and  the  City  of  Albany  should  be  commended  for  creating 
this  unique  new  program,"  said  Peter  Staniels,  president  and  co-owner  of  Noreast  Real 
Estate  Group  and  president  of  the  Greater  Capital  Association  of  Realtors.  "This 
partnership  will  be  great  for  the  home  buyers  of  Albany  -  as  well  as  the  realtors  -  and  will 
act  as  a  stimulus  in  revitalizing  the  housing  sector  of  the  city." 

The  MBA,  which  represents  3,100  mortgage  companies,  mortgage  brokers, 
commercial  banks,  thrifts,  life  insurance  companies  and  others  in  the  mortgage  lending  field 
across  the  nation  including  Fleet  Bank  and  HSBC  Bank  USA,  worked  with  Fannie  Mae 
over  the  past  six  months  to  develop  and  implement  this  unique  public-private  partnership. 
Albany's  program  will  serve  as  a  model  for  communities  across  the  nation.  Mr.  Sumner 
expects  that  several  other  programs  will  be  announced  before  the  end  of  the  year. 

### 


Headquartered  in  Washington,  DC,  the  MBA  is  a  national  industry  association  representing  the 
interests  of  residential  and  commercial  real  estate  lenders,  servicers  and  vendors.  The  MBA  works 
to  ensure  the  continued  strength  of  the  nation 's  residential  and  commercial  real  estate  markets,  to 
expand  homeownership  prospects  through  increased  affordability  and  to  extend  access  to 
affordable  housing  to  all  Americans.  The  MBA  promotes  fair  and  ethical  lending  practices  and 
fosters  excellence  and  technical  know-how  among  real  estate  finance  professionals  through  a  wide 
range  of  educational  programs  and  technical  publications,  and  through  its  Code  of  Ethics  and 
Standards  of  Practice. 

MBA  's  membership  of  approximately  3, 100  companies  includes  all  elements  of  real  estate  finance: 
mortgage  companies,  mortgage  brokers,  commercial  banks,  thrifts,  life  insurance  companies  and 
others  in  the  mortgage  lending  field. 

Fannie  Mae  is  a  New  York  Stock  Exchange  company  and  the  largest  non- bank  financial  services 
company  in  the  world.  It  operates  pursuant  to  a  federal  charter  and  is  the  nation 's  largest  source  of 
financing  for  home  mortgages.  Over  the  past  31  years,  Fannie  Mae  has  provided  nearly  $2.8 
trillion  of  mortgage  financing  for  over  34  million  families.  More  information  about  Fannie  Mae 
can  be  found  on  the  Internet  at  http://www.  fanniemae.  com. 
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Mr.  Chairman,  I  am  Bruce  C.  Smith,  a  home  builder  from  Walnut  Creek,  California.  I  am 
President  of  Smith  Quality  Homes,  a  family  owned  business  in  existence  for  65  years.  Today, 
my  brother.  Randy  and  I  run  our  business  which  has  diversified  into  remodeling,  light 
commercial  construction  and  property  management.  I  am  also  First  Vice  President  of  the 
National  Association  of  Home  Builders  (N  AHB),  whose  200,000  members  I  am  pleased  to 
represent  today. 

NAHB  appreciates  this  opportunity  to  present  its  views  on  H.R.  3703,  "The  Housing 
Finance  Regulatory  Improvement  Act  of  2000."  Mr.  Chairman,  NAHB  shares  your  desire  to 
ensure  a  strong,  independent,  and  effective  regulatory  structure  for  the  housing-related 
government-sponsored  enterprises  (GSEs),  Fannie  Mae,  Freddie  Mac  and  the  Federal  Home 
Loan  Bank  System.  We  also  support  your  efforts  to  assess  whether  the  present  regulatory 
structure  for  these  GSEs  is  working  effectively  and  efficiently  to  ensure  that  these  institutions  are 
operating  in  a  safe  and  sound  manner  and  fulfilling  their  public  missions. 

NAHB  believes  that  the  current  regulatory  structure  is  accomplishing  these  objectives. 
America's  housing  finance  system  works  very  well  and,  indeed,  is  the  envy  of  the  world.  Much 
of  this  success  is  due  to  the  public/private  partnership  established  by  Congress  more  than  a  half- 
century  ago  and  to  the  reforms  enacted  in  the  Federal  Housing  Enterprises  Safety  and  Soundness 
Act  of  1992  (the  GSE  Act)  as  well  as  the  Gramm-Leach-Bliley  Act  passed  just  last  year.  This  is 
not  to  say,  however,  that  the  current  housing  finance  system  is  perfect.  Indeed,  several  sectors  of 
the  housing  market  remain  underserved  by  the  present  system.  Until  these  gaps  are  filled,  we 
cannot  afford  to  be  complacent.  There  is  more  work  that  the  GSEs  can  and  should  be  doing  to 
expand  homeownership  opportunities  to  all  Americans  and  to  support  the  markets  for  affordable 
rental  housing. 

H.R.  3703  takes  a  two-track  approach  aimed  at  improving  the  regulation  of  the  GSEs  and 
changing  their  relationship  to  the  federal  government.  The  first  track  would  consolidate  the 
regulation  of  the  housing  GSEs  into  a  new  independent  agency.  The  second  track  makes  a 
number  of  changes  to  the  GSEs'  charters  with  regard  to  GSE  status.  While  NAHB  is  receptive 
to  proposals  that  would  improve  the  efficiency  of  GSE  regulation,  we  are  concerned  that  several 
provisions  of  H.R.  3703,  particularly  those  relating  to  the  regulator's  authority  and  changes  to 
GSE  status,  would  disrupt  the  smooth  operation  of  the  US  housing  finance  system  by 
undermining  the  ability  of  the  GSEs  to  provide  liquidity  and  lower-cost  financing,  ultimately 
raising  the  cost  of  homeownership  and  rental  housing.  The  implementation  of  such  proposals 
would  unravel  much  of  the  progress  we  have  made  to  date. 

I.  GSEs  Play  A  Critical  Role  In  Sustaining  The  U.S.  Housing  Finance  System 

The  housing-related  GSEs,  Fannie  Mae,  Freddie  Mac  and  the  Federal  Home  Loan  Bank 
System  (FHLBank  System),  were  created  by  Congress  to  play  an  integral  role  in  federal  housing 
policy.  Since  their  creation,  the  GSEs  have  evolved  into  extremely  critical  components  of  this 
nation's  housing  delivery  system.  That  we  have  become  the  best  housed  nation  in  the  world  is 
due  in  large  part  to  the  contributions  of  the  housing  GSEs.  With  the  help  of  the  GSEs,  the 
national  homeownership  rate  reached  an  all-time  high  of  67.1  percent  in  the  first  quarter  of  this 
year. 
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Through  their  Congressional  charters,  the  GSEs  receive  several  federal  privileges  and 
legal  exemptions  to  assist  them  in  achieving  their  national  goal  of  increasing  the  availability  of 
financing  for  housing.  These  federal  privileges  or  attributes  include: 

•  a  line  of  credit  with  the  US  Treasury  of  up  to  $2.25  billion  each  for  Fannie  Mae 
and  Freddie  Mac,  and  $4  billion  collectively  for  the  Federal  Home  Loan  Banks; 

•  eligibility  for  the  GSEs'  corporate  securities  to  be  purchased  without  limit  by 
federally  regulated  financial  institutions; 

•  assignment  of  mortgage-related  securities  issued  or  guaranteed  by  the  GSEs  to  the 
second  lowest  credit  risk  category  at  insured  depository  institutions; 

•  eligibility  of  the  GSEs'  debt  to  serve  as  collateral  for  public  deposits; 

•  eligibility  of  the  GSEs'  securities  for  Federal  Reserve  open  market  purchases; 

•  exemption  from  state  and  local  income  taxes  (but  not  from  property  taxes  or 
federal  income  taxes); 

•  exemption  fi-om  SEC  registration  requirements. 

Securities  issued  by  the  GSEs  are  not  explicitly  guaranteed  by  the  U.S.  government. 
However,  given  their  federal  privileges,  the  marketplace  has  assumed  an  implicit  government 
guarantee.  Concerns  that  the  outstanding  liabilities  of  the  GSEs  could  become  contingent 
liabilities  of  the  U.S.  government  prompted  steps  in  1992  to  strengthen  the  regulatory  oversight 
of  the  GSEs.  The  1992  Federal  Housing  Enterprise  Safety  and  Soundness  Act  (the  GSE  Act) 
reaffirmed  HUD  as  the  programmatic  regulator  of  Fannie  Mae  and  Freddie  Mac;  established  a' 
new  safety  and  soundness  regulator  for  Fannie  Mae  and  Freddie  Mac,  the  Office  of  Federal 
Housing  Enterprise  Oversight  (OFHEO),  as  an  independent  agency  within  HUD;  and  reaffirmed 
the  Federal  Housing  Finance  Board  (FHFB)  as  the  regulator  of  the  FHLBank  System.  Last 
year's  passage  of  the  Federal  Home  Loan  Bank  System  Modemization  Act  of  1999  (the 
Modernization  Act)  as  part  of  the  Gramm-Leach  Bliley  Act  will  further  strengthen  the  oversight 
of  the  FHLBank  System. 

The  GSEs  are  American  success  stories.  Together,  they  have  brought  enormous  benefits 
to  home  buyers  and  the  housing  finance  system.  Let  me  review  some  of  the  benefits  provided  by 
the  housing  GSEs. 

Reduction  of  mortgage  interest  rates 

Home  buyers  with  conforming  loans  —  mortgages  eligible  for  purchase  by  Fannie  Mae 
and  Freddie  Mac,  those  up  to  $252,700  for  one-unit  properties  -  pay  mortgage  rates  that  are 
approximately  25  to  50  basis  points  lower  than  rates  paid  by  other  conventional  mortgage 
borrowers.  This  fact  was  substantiated  in  the  1 996  studies  by  the  General  Accounting  Office,  the 
Congressional  Budget  Office,  HUD  and  the  Treasury  Department.  Further  evidence  is  provided 
in  the  mortgage  rates  reported  weekly  in  the  Wall  Street  Journal.  For  example,  on  July  7,  rates 
on  conforming  mortgages  were  about  25  basis  points  lower  than  those  on  jumbo  mortgages. 
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Reliable  and  stable  supply  of  mortgage  credit 

The  vibrant  and  efficient  secondary  market  that  the  housing  GSEs  have  been  instrumental 
in  estabUshing  provide  a  Hnk  to  the  national  and  international  credit  markets.  This  linkage 
sustains  the  flow  of  capital  to  housing,  even  under  changing  economic  conditions.  While  the 
economy  has  undergone  major  shocks  over  the  past  decade,  home  buyers  have  experienced  no 
interruption  in  the  availability  of  mortgage  credit.  As  evidence  of  the  stable  flow  of  credit  for 
housing,  one  only  needs  to  look  to  the  fmancial  meirket  liquidity  crisis  in  late  1998,  when  the 
GSEs  continued  to  make  a  wide  variety  of  home  and  multifamily  mortgage  products  available  at 
affordable  interest  rates. 

Elimination  of  regional  disparities  in  interest  rates 

The  GSEs  provide  a  nationwide  market  for  mortgage  funds,  a  key  factor  in  the 
elimination  of  regional  disparities  in  the  availability  and  cost  of  mortgage  credit,  which  occurred 
regularly  before  Fannie  Mae  and  Freddie  Mac  came  on  the  scene.  Today,  interest  rates  in 
conforming  mortgage  markets  around  the  country  vary  by  no  more  than  1 0  basis  points. 

Cushion  against  local  economic  downturns 

When  regional  economies  begin  to  slow,  some  participants  in  the  mortgage  industry  have 
restricted  credit  or  abandoned  markets  in  search  of  opportimities  elsewhere.  This  is  not  the 
practice  of  the  GSEs.  They  maintain  a  presence  in  all  markets  under  all  economic  conditions, 
cushioning  the  impact  of  local  or  regional  declines  in  economic  activity.  For  example,  the  GSEs 
helped  support  housing  prices  in  Texas  during  the  collapse  of  oil  prices  in  the  1980s,  and  they 
helped  to  counter  weak  markets  in  the  Northeast  and  in  California  in  the  early  1990s. 

Expansion  of  homeownership  and  rental  housing  opportunities 

The  housing  GSEs  have  made  significant  strides  in  expanding  homeownership  ^ 

opportimities  £ind  increasing  the  supply  of  affordable  rental  housing  in  underserved  areas.  The 
housing  goals  enacted  by  the  1992  GSE  Act  have  successfully  encouraged  both  Fannie  Mae  and 
Freddie  Mac  to  significantly  increase  their  service  to  the  market  sectors  targeted  by  the  housing 
goals.  Faimie  Mae's  and  Freddie  Mac's  financing  of  housing  for  low-  and  moderate-income 
families  has  increased  from  under  30  percent  of  their  mortgage  purchases  in  1992  (just  before  the 
housing  goals  were  established)  to  about  45  percent  in  the  last  few  years.  Since  the  initial 
housing  goals  were  established  in  1995,  both  of  these  GSEs  have  exceeded  all  of  their  housing 
goals.  Moreover,  both  Fannie  Mae  and  Freddie  Mac  have  committed  to  reaching  the  new  higher 
goals  recently  proposed  by  HUD.  NAHB  has  submitted  comments  to  HUD  in  support  of  the 
higher  goals,  and  we  commend  Fannie  Mae  and  Freddie  Mac  for  their  commitment  to  reach 
these  new  stretch  goals. 

These  accomplishments  are  the  result  of  concerted  efforts  by  both  Enterprises  in  the 
affordable  housing  arena.  Both  GSEs  have  introduced  products  and  services  to  expand 
homeownership  opportimities  for  low-and  moderate-(low/mod)  income  borrowers,  renters  and 
residents  of  areas  underserved  by  the  broader  housing  finance  system.  Technological 
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innovations  by  the  GSEs,  such  as  their  automated  underwriting  systems  (AUS),  also  have 
contributed  to  their  efforts  to  expand  homeownership  opportunities.  In  the  affordable  multifamily 
market,  both  GSEs  have  established  forward  commitment  programs  that  support  much-needed 
production  of  new  units.  Further,  each  has  developed  partnerships  and  alliances  at  the  national 
and  local  levels  to  expand  affordable  housing  opportunities.  Several  of  NAHB's  local  Home 
Building  Associations  have  worked  with  Farmie  Mae  and  Freddie  Mac  on  these  partnerships. 

The  Federal  Home  Loan  Bank  System  also  has  been  a  leader  in  supporting  targeted 
housing  and  community  development.  The  Affordable  Housing  Program  (AHP)  was  established 
in  1989  to  subsidize  the  interest  rates  for  advances  (loans)  and  to  provide  direct  subsidies  to 
FHLBank  System  member  institutions  engaged  in  targeted  lending  for  long-term,  ovmer- 
occupied  and  affordable  rental  housing.  The  Community  Investment  Program  (CIP),  also 
established  in  1989,  is  a  targeted  housing  and  economic  development  loan  program  that  supports 
home  purchase  and  rehabilitation  as  well  as  commercial  and  economic  development  activities. 
CIP  fiinds  are  available  as  advances  to  member  institutions. 

Market  standardization  and  innovation 

The  GSEs  have  brought  both  standardization  and  innovation  to  the  mortgage  markets, 
involving  a  variety  of  mortgage  instruments  and  securities  structures.  Standardization  is  key  to 
obtaining  and  retaining  investor  confidence  and  supports  the  innovation  that  has  addressed  a 
broad  range  of  borrower  and  investor  preferences. 

In  the  primary  market,  the  GSEs  have  supported  the  development  of  hybrid  mortgages 
that  combine  the  benefits  of  adjustable  and  fixed-rate  mortgages.  The  GSEs  also  have 
established  reduced  dovmpayment  programs  to  help  cash-strapped  first-time  home  buyers. 
Recently,  both  Faimie  Mae  and  Freddie  Mac  have  introduced  mortgage  products  to  assist 
borrowers  with  tarnished  credit  histories. 

In  addition,  Fannie  Mae  and  Freddie  Mac  are  at  the  forefi-ont  of  technological  innovations 
to  streamline  the  mortgage  process  in  order  to  reduce  the  time  and  cost  involved  in  obtaining  a 
mortgage.  The  GSEs  automated  underwriting  systems  (AUS)  have  fundamentally  changed  the 
mortgage  origination  process  and  have  significantly  reduced  origination  costs.  The  AUS 
technology  also  has  allowed  the  GSEs  to  expand  the  scope  of  their  mortgage  products  and  extend 
homeownership  opportunities. 

The  GSEs'  innovations  have  not  been  limited  to  the  primary  mortgage  market.  In  the 
secondary  markets,  Fannie  Mae  and  Freddie  Mac  have  launched  a  continuing  chain  of 
breakthroughs,  such  as  collateralized  mortgage  obligations,  which  have  allowed  mortgages  to  be 
"repackaged"  to  attract  new  groups  of  investors.  On  the  funding  side,  the  GSEs  recently  have 
pioneered  new  debt  products  to  meet  the  demands  of  global  investors.  These  innovations  have 
-allowed  the  GSEs  to  expand  the  investor  base  for  US  mortgage  securities  worldwide,  bringing 
greater  liquidity  to  the  US  mortgage  market  and,  ultimately,  reducing  costs  for  the  nation's 
homebuyers  and  renters. 
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The  Federal  Home  Loan  Bank  System  also  has  developed  important  financing 
innovations.  In  1997,  the  System  authorized  the  FHLBank  of  Chicago  to  establish  a  pilot  called 
the  Mortgage  Partnership  Finance  (MPF)  program.  Subsequently,  the  Finance  Board  gave  all 
FHLBanks  the  authority  to  engage  in  the  MPF.  Under  the  MPF,  the  FHLBank  funds  the  home 
mortgage  loan  while  the  member  institution  retains  all  functions  involving  the  customer 
relationship  including  marketing,  origination  and  servicing.  NAHB  supports  the  MPF,  as  well  as 
other  FHLBank  System  efforts  to  expand  beyond  traditional  advances  products,  that  result  in 
lowering  mortgage  costs  for  home  buyers.  We  also  support  the  Finance  Board's  removal  of 
dollar  limits  on  the  MPF  program  as  a  part  of  its  regulation  on  core  mission  activities. 

Most  importantly,  the  GSEs  have  provided  these  benefits  at  no  cost  to  taxpayers.  The 
GSEs'  business  operations  are  fiiUy  self  sufficient.  Furthermore,  taxpayers  are  protected  from 
risk  by  the  GSEs'  prudent  risk  management.  Governmental  studies  released  in  1 99 1  found  that 
the  GSEs'  did  not  pose  undue  risk  to  the  government.  These  findings  were  re-affirmed  by  the 
1 996  governmental  studies  noted  above.  New  rigorous  and  dynamic  risk-based  capital  standards 
currently  being  developed  by  OFHEO  for  Fannie  Mae  and  Freddie  Mac  will  provide  additional 
protection  for  the  taxpayers.  NAHB  has  supported  OFHEO's  efforts  in  this  area.  Finally,  as 
mandated  by  last  year's  Modernization  Act,  the  capital  structure  of  the  FHLBank  system  is  being 
revised  for  the  first  time  in  nearly  70  years,  and  this  revision  will  include  risk-based  components. 

II.        Continued  GSE  Support  Is  Essential  To  Address  Unmet  Housing  Needs 

Despite  the  many  achievements  of  the  housing  finance  system  over  the  past  several  years, 
and  the  current  record  homeownership  rate,  there  are  still  many  underserved  sectors  of  the 
housing  market.  Homeownership  rates  for  minorities  and  certain  other  segments  of  our 
population  remain  low.  In  the  first  quarter  of  this  year,  homeownership  rates  for  African- 
Americans  and  Hispanics  were  47.8  and  45.7  percent,  respectively,  compared  to  73.4  percent  for 
whites.  Although  homeownership  rates  for  both  African-Americans  and  Hispanics  have 
increased  significantly  since  the  early  1990s,  from  a  low  of  42  percent  in  1993  for  African- 
Americans  and  39  percent  in  1991  for  Hispanics,  the  disparity  between  minority  and  white 
homeownership  rates  remains  wide.  For  example,  the  gap  between  homeownership  rates  for 
African- Americans  and  whites  has  declined  from  28.2  percentage  points  in  1993  to  25.6  today. 
Similarly,  the  gap  between  white  and  Hispanic  homeownership  rates  has  decreased  from  30.5 
percentage  points  in  1991  to  28  percentage  points.  For  both  groups,  the  gap  with  whites  has 
narrowed  by  less  than  3  percentage  points.  Clearly  more  work  remains  to  be  done. 

Nevertheless,  some  would  argue  that  the  housing  GSEs  have  fulfilled  their  Congressional 
mandate,  that  the  GSE  status  of  these  companies  is  no  longer  needed  and  is  an  unnecessary 
diversion  of  resources  into  housing.  Indeed,  Federal  Reserve  Chairman  Alan  Greenspan  stated 
as  much  in  his  recent  letter  to  Chairman  Baker.  We  take  exception  with  this  view  and  have 
expressed  our  concerns  to  Chairman  Greenspan.  (A  copy  of  our  letter  to  Chairman  Greenspan  is 
attached.)  Until  all  Americans  enjoy  decent  and  affordable  housing,  as  well  as  the  opportunity 
for  homeownership,  the  critical  supports  provided  the  GSEs  to  the  housing  finance  system 
should  not  be  weakened. 
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The  GSEs'  continuing  role  in  providing  capital  for  the  secondary  markets  is  critical  to 
filling  these  gaps  in  the  housing  finance  system.  As  noted  above,  the  GSEs  have  made 
significant  strides  in  expanding  homeownership  opportunities  through  their  many  affordable 
housing  initiatives.  Several  of  these  initiatives  are  also  targeted  at  narrowing  the  minority/white 
homeovmership  gap  through  partnerships,  expansion  of  low-downpayment  mortgages  and  more 
flexible  underwriting. 

Further,  we  commend  the  GSEs  for  their  recent  forays  into  the  subprime  mortgage 
market,  which  serves  primarily  lower-income  and  minority  homebuyers.  Some,  primarily 
private-sector  competitors  of  the  GSEs,  believe  the  GSEs  should  not  be  in  the  subprime  market. 
They  view  these  activities  as  beyond  the  scope  of  the  GSEs'  Congressional  charters.  We 
disagree  with  this  assessment  and  encourage  the  GSEs  to  bring  the  benefits  of  standardization 
and  lower  costs  to  the  subprime  market  in  the  same  way  they  have  benefited  the  conventional 
mortgage  market.  We  also  note  that  HUD,  through  the  proposed  increases  to  the  GSE  affordable 
housing  goals,  is  encouraging  the  GSEs  to  increase  their  participation  in  this  market. 

Moreover,  we  believe  the  GSEs  have  been  proactive  in  addressing  the  issue  of  predatory 
lending.  Both  Fannie  Mae  and  Freddie  Mac  have  recently  adopted  guidelines  to  address 
predatory  lending.  We  believe  that  these  actions  will  prevent  the  purchases  of  predatory 
mortgages  by  these  GSEs  and  thus  obviates  the  need  for  this  issue  be  addressed  either  through 
legislation  or  regulation. 

III.       Key  Issues  Rabed  By  H.R.  3703 

In  dealing  with  both  the  regulatory  framework  and  the  status  of  the  GSEs,  H.R.  3703 
raises  key  issues  for  the  housing  finance  system.  Given  the  critical  supports  the  GSEs  provide 
for  housing  finance,  these  changes  could  have  significant  consequences  affecting  the  cost  of 
housing  for  America's  home  buyers  and  renters.  We  commend  the  Subcommittee  for  holding  a 
series  of  hearings  such  as  this  one  to  fully  consider  the  impact  of  the  proposed  changes  on  the 
housing  finance  system.  NAHB  will  confine  its  comments  on  H.R.  3703  to  three  provisions  in 
the  bill:  consolidation  of  regulatory  oversight;  changes  to  the  approval  process  for  new  activities; 
and,  elimination  of  the  GSEs  lines  of  credit  with  the  Treasury. 

Consolidation  of  Regulatory  Oversight 

Title  I,  Section  101  creates  a  single  regulator,  a  separate  agency  within  the  executive 
branch,  for  all  housing  GSEs  called  the  Housing  Finance  Oversight  Board.  This  Board  would 
serve  as  the  safety  and  soundness  and  mission  regulator  for  the  GSEs.  In  so  doing,  the  board 
would  assume  all  the  regulatory  authority  exercised  by  the  Federal  Housing  Finance  Board  over 
the  twelve  regional  Federal  Home  Loan  Banks,  and  by  HUD  and  OFHEO  with  respect  to  Fannie 
Mae  and  Freddie  Mac. 

As  stated  earlier,  NAHB  supports  a  strong  and  efficient  regulatory  system  for  the  GSEs, 
one  that  balances  safety  and  soundness  concerns  with  mission  fulfillment.  We  believe  that  the 
current  GSE  regulatory  system  meets  these  objectives.  However,  we  are  willing  to  participate  in 
efforts  to  examine  changes  to  improve  the  current  system.  In  this  process,  great  care  should  be 
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taken  not  to  impair  important  regulatory  efforts  underway  or  the  ability  of  the  GSEs  to  attract 
capital  to  the  housing  finance  system. 

For  example,  there  should  be  no  unnecessary  delay  in  publication  of  final  of  risk-based 
capital  regulations  for  the  GSEs.  Implementation  of  such  capital  standards  should  be  the  highest 
priority  to  ensure  the  safety  and  soundness  of  the  housing  GSEs.  We  note  that  OFHEO  is  close 
to  finalizing  its  risk-based  capital  rule  applicable  to  Farmie  Mae  and  Freddie  Mac.  This  rule 
promises  to  be  the  toughest  and  most  sophisticated  of  capital  regulations  in  the  financial  services 
industry.  NAHB  has  submitted  comments  to  OFHEO  in  support  of  such  a  capital  structure  and 
we  commend  OFHEO  for  its  work  thus  far.  In  the  case  of  the  FHLBanks,  work  has  just  begun  on 
revisions  to  the  System's  capital  structure  mandated  by  last  year's  Modernization  Act.  It  is 
important  that  any  consideration  of  restructuring  the  GSE  regulatory  framework  not  interfere  in 
the  development  of  these  rules. 

Review  of  New  Activities 

Section  1 10  of  H.R.  3703  revises  the  approval  process  for  new  GSE  activities. 
Currently,  HUD  is  required  to  review  new  programs  for  Fannie  Mae  and  Freddie  Mac  to  ensure 
they  are  consistent  with  these  GSEs'  Congressional  charters  and  are  in  the  public  interest.  The 
Federal  Housing  Finance  Board  performs  a  similar  function  for  the  Federal  Home  Loan  Banks. 
Under  Section  1 1 0,  the  new  Housing  Finance  Oversight  Board  would  be  required  to  "promptly" 
publish  a  notice  of  a  new  GSE  activity  in  the  Federal  Register  for  a  comment  period  of  not  less 
than  30  days.  The  Board  would  determine  if  the  initiative  was  specifically  authorized  by  the 
GSEs'  charter  and  would  also  be  required  to  conduct  a  cost-benefit  analysis  to  determine  if  the 
activity  was  in  the  public  interest,  defined  as  those  where  the  public  benefits  exceed  the  public 
costs.  New  activity  requests  would  be  required  to  be  approved  generally  within  90  to  120  days  of 
publication  in  the  Federal  Register. 

NAHB  strongly  believes  that  the  GSEs  should  always  operate  within  their  Congressional 
charters.  As  noted  above,  some  market  participants  are  concerned  that  the  GSEs  are  expanding 
beyond  the  scope  of  their  charter.  Section  1 10  presumably  would  address  such  "charter  creep" 
concerns.  However,  we  are  concerned  that  the  approval  process  envisioned  in  H.R.  3703  could 
adversely  effect  the  housing  finance  system. 

NAHB  believes  that  the  GSEs  have  effectively  identified  market  needs  and  responding 
efficiently.  We  fear  that  Section  1 10  would  subject  the  GSEs  to  an  unnecessarily  cumbersome 
approval  process  that  could  have  a  chilling  effect  on  market  innovation  and  impede  the  flow  of 
new  products  and  programs  to  meet  new  demands.  Ultimately,  we  believe  that  this  provision 
would  hurt  housing  consumers. 

Repeal  of  GSEs'  Lines  of  Credit  with  the  Treasury 

Section  136  of  H.R.  3703  proposes  to  repeal  the  Treasury's  line  of  credit  with  the  GSEs  - 
-  the  authority  to  purchase  $2.25  billion  of  Freddie  Mac  and  Fannie  Mae  securities  and  $4  billion 
cumulatively  of  obligations  of  the  Federal  Home  Loan  Banks.  This  authority,  which  has  never 
been  used,  is  an  integral  feature  of  GSE  status  that  provides  Fannie  Mae,  Freddie  Mac  and  the 
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Federal  Home  Loan  Bank  System  with  their  key  benefit  ~  the  ability  to  raise  capital  at  rates  that 
benefit  homeowners  and  renters  throughout  the  nation. 

All  of  us  are  aware  of  what  happened  in  the  financial  markets  following  the  March 
hearing.  These  events  are  a  clear  demonstration  of  the  importance  of  the  Treasury's  securities 
purchase  authority  to  the  financial  market's  perception  of  the  GSEs  and  the  potential  for 
unintentional  damage  from  possible  changes.  We  urge  Congress  to  carefially  consider  the 
consequences  that  elimination  of  this  key  pillar  of  GSE  agency  status  could  have  on  the  housing 
finance  system  and  the  cost  of  homeownership. 

Conclusion 

NAHB  has  appreciated  the  opportunity  to  share  our  views  on  H.R.  3703,  the  "Housing 
Finance  Regulatory  Improvement  Act  of  2000."  As  I  said  at  the  outset  of  my  remarks,  we  believe 
that  the  housing  finance  system  works  well  due  largely  to  the  critical  supports  provided  by  the 
housing  government-sponsored  enterprises,  Fannie  Mae,  Freddie  Mac  and  the  Federal  Home 
Loan  Bank  System.  NAHB  opposes  the  withdrawal  of  the  federal  privileges  and  legal 
exemptions  specified  in  the  GSEs'  charters  or  any  other  actions  that  would  dilute  the  financial 
market's  perception  of  the  GSE  status  of  these  institutions.  We  appreciate  the  Subcommittee's 
efforts  to  assess  and  seek  improvements  to  the  regulatory  framework  for  the  GSEs  and  we  are 
interested  in  continuing  to  participate  in  this  process  as  we  move  forward.  NAHB  would  be 
willing  to  facilitate  dialogue  on  this  issue  if  the  Subcommittee  feels  that  this  would  be  helpful. 
Ultimately,  NAHB  believes  that  any  regulatory  regime  for  the  GSEs  must  allow  these 
institutions  to  fulfill  their  public  missions  to  support  the  housing  finance  system  in  a  safe  and 
sound  manner. 
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The  Honorable  Alan  Greenspan 

Chairman 

Board  of  Governors  of  the  Federal  Reserve  System 

20"'  Street  and  Constitution  Avenue  NW 

Washington,  DC  20551 

Dear  Chairman  Greenspan: 

On  behalf  of  the  200,000  members  of  the  National  Association  of 
Home  Builders,  I  wish  to  express  serious  concerns  about  your  comments  in  a 
letter  dated  May  19,  2000  to  Representative  Richard  Baker  (R-LA).  We 
imderstand  that  your  comments  were  prepared  in  response  to  a  request  by  Mr. 
Baker  in  his  capacity  as  Chair  of  the  Subcommittee  on  Capital  Markets, 
Securities  and  Government  Sponsored  Enterprises  in  the  House  of 
Representatives,  and  as  author  of  H.R.  3703. 

In  your  letter,  you  discussed  the  benefits  derived  by  Fannie  Mae, 
Freddie  Mac  and  the  Federal  Home  Loan  Banks  from  government 
sponsorship.  One  of  the  benefits  on  which  you  focus  is  the  implicit 
government  guarantee  which  lowers  borrowing  costs  of  these  government- 
sponsored  enterprises  (GSEs)  and  permits  them  to  provide  an  interest  rate 
subsidy  to  home  buyers.  Your  comments  appear  to  be  critical  of  this  process 
since  it  diverts  more  of  the  nation's  real  resources  into  housing  and 
homeownership,  as  opposed  to  other  market-determined  uses. 

We  feel  obligated  to  take  exception  with  your  implication  that 
diversion  of  capital  into  housing  is  a  misallocation  of  resources  and  that  these 
decisions  should  be  based  solely  on  market  forces.  Throughout  our  history, 
during  many  administrations  and  many  Congresses,  our  policy  makers, 
representing  the  will  of  the  people,  have  determined  that  fostering 
homeownership  is  very  positive  social  and  economic  policy.  Indeed, 
empirical  evidence  indicates  that  when  people  own  their  homes  they  have  a 
greater  commitment  to  their  community  and  are  more  productive  citizens. 
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Your  letter  also  argues  that  the  Federal  Home  Loan  Banks,  Freddie 
Mac  and  Fannie  Mae  were  created  to  smooth  regional  imbalances  in 
mortgage  supply  and  to  integrate  regional  mortgage  markets  into  the  national 
capital  markets,  and  that  this  goal  was  accomplished  many  years  ago. 
Actually,  the  mission  of  the  GSEs  is  broader  than  that,  and  their  goals  include 
increasing  the  nation's  homeownership  rate  and  supporting  the  affordable 
housing  markets.  With  the  help  of  the  GSEs,  the  national  homeownership 
rate  reached  an  all-time  high  of  67.1  percent  in  the  first  quarter  of  2000.  This 
achievement  is  in  no  small  part  the  result  of  the  efforts  by  the  GSEs  to 
expand  homeownership  opportunities  for  low  and  moderate-income 
borrowers.  The  GSEs  also  have  made  great  strides  in  improving  rental 
housing  financing.  Despite  these  achievements,  however,  much  work 
remains  to  be  done.  Homeovmership  rates  for  minorities  and  certain  other 
segments  of  our  population  remain  low.  Moreover,  the  multifamily  market 
still  lacks  a  vibrant  secondary  market.  The  GSEs'  continuing  role  in 
providing  capital  for  a  secondary  market  is  critical  to  filling  these  gaps  in  the 
housing  finance  system. 

Mr.  Chairman,  we  recognize  that  the  record  homeownership  rate  we 
currently  enjoy  is  significantly  due  to  the  perceptive  manner  in  which  the 
Federal  Reserve  Board  of  Governors  has  steered  monetary  policy.  The  low 
infiation,  low  interest  rate  and  strong  economic  growth  environment  of  recent 
years  has  certainly  been  a  key  factor  in  the  recent  homeownership  boom. 
However,  until  all  Americans  enjoy  decent  and  affordable  housing,  as  well  as 
the  opportunity  for  homeownership,  the  critical  supports  provided  by  the 
GSEs  to  the  housing  finance  system  should  not  be  weakened. 

Thank  you  for  consideration  of  our  views  on  this  vital  issue  to  the 
housing  sector,  the  economy  and  the  nation. 

Sincerely, 


Robert  L.  Mitchell 
2000  President 
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Mr.  Chairman  and  Members  of  the  Committee,  I  am  David 
Bochnowski,  Chairman,  President  and  CEO  of  Peoples  Bank  in  Mvmster, 
Indiana.  Peoples  Bank  is  a  $400  million  community  bank  that  typifies  the 
membership  of  ACB 

I  am  here  today  representing  America's  Community  Bankers  as 
ACB's  first  vice-chairman.  ACB  represents  the  nation's  community  banks 
of  all  charter  types  and  sizes.  ACB  members  pursue  progressive, 
entrepreneurial  and  service-oriented  strategies  in  providing  financial  services 
to  benefit  their  customers  and  communities.  Our  members  are  both  state  and 
federally  chartered  and  portions  of  our  membership  are  regulated  by  each  of 
the  federal  regulators. 

Challenging  the  Financial  Community  to  be  Prepared  for  the  Future 

We  appreciate  this  opportunity  to  testify  about  the  activities  and 
appropriate  oversight  of  the  housing  sector's  government  sponsored 
enterprises  (GSEs).  These  issues,  which  you  have  raised  in  your  legislative 
proposal  and  have  discussed  over  the  course  of  the  past  four  hearings  are  of 
great  interest  to  ACB  members. 

As  depository  institutions,  virtually  all  of  ACB's  members  are  focused  on 
meeting  the  credit  needs  of  the  communities  where  they  operate  and  view 
residential  mortgage  finance  as  a  core  business  activity.  Consequently,  the 
issues  of  the  mission  and  safety-and-soundness  of  GSEs  are  at  the  forefi-ont 
of  the  policy  issues  with  which  ACB  is  concerned.  Mr.  Chairman,  ACB 
commends  you  for  taking  on  these  challenging  and  important  issues,  and 
thanks  you  and  the  other  members  of  the  subcommittee  for  placing  these 
topics  on  your  agenda.  These  issues  are  important  to  the  financial 
community  and  we  must  work  together  to  consider  the  appropriate  scope  and 
regulation  of  the  GSEs. 

ACB's  Policy  Position 

The  GSEs  have  been,  and  continue  to  be,  an  important  part  of  the 
housing  finance  system.  ACB  supports  the  role  Fannie  Mae,  Freddie  Mac, 
and  the  Federal  Home  Loan  Banks  (FHLBanks)  have  played  in  funding 
residential  mortgages.  ACB  also  supports  a  public  policy  review  of  Fannie 
Mae's  and  Freddie  Mac's  current  and  future  activities.  ACB  recommends  to 
Congress  that: 
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•  Any  legislative  proposal  should  effectively  authorize  and  require  the 
regulators  of  the  GSEs  to  engage  in  appropriate  mission  and  safety 
and  sotindness  supervision; 

•  GSE  program  review  should  enstire  that  new  or  expanded  activities 
are  based  on  mission  fiilfillment  and  do  not  subsume  or  discourage 
competition  between  current  private-sector  participants;  and 

•  Regulation  of  the  FHLBank  System  should  not  be  consolidated  with 
that  of  Fannie  Mae  and  Freddie  Mac.  The  FHLBank  System  is  a 
cooperative  system,  while  Fannie  Mae  and  Freddie  Mac  are  publicly 
traded  companies  requiring  separate  and  different  regulation. 

In  1998,  ACS  formed  a  GSE  Task  Force  to  consider  the  more  general 
policy  issues  with  which  this  subcommittee  is  now  grappling.  Also,  for 
many  years,  ACB  has  maintained  a  meipber  committee  that  serves  as  our 
liaison  with  Fannie  Mae  and  Freddie  Mac  on  technical  secondary  market 
issues,  as  well  as  a  standing  committee  on  the  operations  of  the  Federal 
Home  Loan  Bank  System. 

America's  housing  and  housing  finance  system  is  a  mixture  of  private 
sector  and  government-supported  organizations  and  initiatives,  including 
many  state  and  local  entities.  The  GSEs  have  played  a  significant  role  in  the 
evolution  of  our  housing  finance  system  that  has  allowed  more  and  more 
families  to  own  their  own  homes.  ACB  believes  that  the  successes  of  our 
nation's  unique  and  highly  developed  system  of  housing  finance  have  been 
the  result  of  the  balance  between  the  private  sector  primary  market 
participants,  secondary  market  participants,  and  other  government-sponsored 
enterprises.  The  unique  synergy  between  primary  mortgage  lenders  and  the 
GSEs  has  succeeded  in  extending  the  benefits  of  home  ownership  to  a  record 
percentage  and  niunber  of  Americans. 

These  roles  between  private  sector  community  lenders  and  GSEs 
should  not  change.  Private  sector  lenders  should  be  the  point  of  contact  writh 
borrowers,  bringing  credit  opportunities  to  the  public  with  the  support  of 
GSEs.  It  is  the  possible  change  in  this  balance  and  synergy,  to  the  detriment 
of  housing  finance  and  the  marke^lace,  that  concerns  us. 

The  Federal  Home  Loan  Bank  System  may  have  the  lowest  public 
profile  of  the  GSEs,  but  it  plays  a  very  vital  role  in  enabling  community- 
based  depository  institutions  to  extend  needed  and  affordable  residential  and 
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community-based  credit.  The  FHLBank  System  is  a  cooperative  that  builds 
on  and  strengthens  the  role  of  community-based  lenders  in  supporting  local 
economic  development.  The  FHLBanks'  primary  mission  of  providing 
advances  and  making  funding  available  to  their  member-owners  for 
residential  and  community-based  lending,  will  continue  to  grow  in 
importance  as  the  new  community  financial  institution  provisions  contained 
in  the  Gramm-Leach-Bliley  Act  are  implemented. 

ACB  believes  that  the  constructive  role  of  Fannie  Mae  and  Freddie 
Mac  must  also  be  recognized  for  the  value  and  contribution  of  their 
secondary  markets  purchase  programs,  including  their  affordable  housing 
activities.  They  have  been  very  successful  in  fulfilling  their  statutory 
mission  of  providing  stability  to  the  secondary  market  for  residential 
mortgages  and  promoting  access  to  mortgage  credit  by  increasing  the 
liquidity  of  mortgage  investments. 

Important  as  the  three  GSEs'  roles  have  been  and  should  continue  to 
be,  it  should  be  well  recognized  that  they  do  not  themselves  get  a  single 
borrower  into  a  home.  They  are,  and  should  remain,  secondary  market 
entities  that  service  primary  market  lenders.  It  is  the  primary  market 
lenders,  like  ACB's  members,  that  deal  directly  with  the  homebuyer  and 
borrower. 

Secondary  Market  Access  versus  Community  Lender  Role 

Fannie  Mae  and  Freddie  Mac  provide  elements  of  both  cooperation 
and  competition  with  the  typical  ACB  member.  From  the  perspective  of  the 
smaller  volume  originator,  the  willingness  of  these  two  GSEs  to  act  as  a 
conduit  to  secondary  market  investors  has  helped  maintain  diversity  and 
viability  within  the  lending  community.  From  the  point  of  view  of  that 
smaller  originator  as  a  portfolio  lender,  however,  the  size  and  outreach  of 
these  same  two  GSEs  have  put  severe  pressure  on  earnings  margins  and  has 
often  acted  to  pressure  a  conversion  of  primary  market  players  into  little 
more  than  'branch  offices'  for  secondary-market-destined  lending.  The  term 
"co-opetition",  sometimes  used  to  describe  the  system  of  shifting  alliances  in 
the  high-tech  "new  economy",  may  aptly  express  the  mixed  emotions  that 
the  GSEs  elicit  fi-om  many  lenders  that  have  both  portfolio  and  secondary 
market  lending  operations. 
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The  Congress  and  the  regulator  for  Fannie  Mae  and  Freddie  Mac  must 
exercise  vigilant  oversight  to  ensure  that  the  subtle  balance  between  these 
GSEs  and  private  market  lenders  is  not  upset.  Only  with  a  proper  regard  for 
maintaining  that  dynamic  equilibrium  can  the  best  of  the  mixture  of  semi- 
public  and  private  ventures  be  sustained.  By  its  very  nature,  this  requires  an 
ongoing  process,  not  occasional  attention. 

Mission  Creep 

The  evolution  of  Fannie  Mae  and  Freddie  Mac  is  ACB's  primary 
concern.  As  current  lines  of  business  have  matured,  these  two  GSEs  have 
searched  for  new  product  lines  to  satisfy  the  expectations  of  their 
shareholders.  ACB  is  specifically  concerned  about  mission  creep  that  is 
driven  by  stockholder  expectations.  These  stockholder  expectations,  and    . 
management  incentives  designed  to  fulfill  these  expectations,  can  result  in 
GSE  business  strategies  that  discourage  or  subsume  the  roles  of  other 
mortgage  market  participants.  Legislation  is  necessary  to  limit  such  mission 
creep,  and  the  regulators  must  assume  a  more  active  role  in  mission 
oversight. 

For  example,  a  GSE  might  state  that  their  mandate  includes  being 
ready  to  buy  any  loan  that  a  seller/servicer  presents,  provided  that  it  is 
collateralized  with  residential  real  estate.  Such  loans,  however,  generally 
finance  consumer  purchases  and  are  not  consistent  with  the  basic  mission  of 
promoting  homeownership.  Borrowers  seeking  this  type  of  junior  financing 
already  have  achieved  homeownership.  ACB  does  not  see  any 
corresponding  justification  for  GSE  entry  into  the  home  equity  line  of  credit 
business,  even  if  the  GSEs  and  their  stockholders  might  find  that  bxosiness 
attractive  fi"om  a  profit  perspective.  Therefore,  we  oppose  any  expansion  of 
Fannie  Mae  and  Freddie  Mac  into  the  home  equity  line  of  credit  market 

Activities  of  the  housing  GSEs  that  diminish  the  roles  of  other 
participants  in  the  mortgage  market  should  receive  careful  review  to  enstire 
that  the  proper  balance  of  public  and  private  roles  is  maintained.  ACB 
would  like  to  emphasize  that  the  cooperative  structure  of  the  FHLBank 
System  serves  as  a  built-in  safeguard  against  undue  expansion  of  that 
particular  GSE's  activity.  The  "drivers"  of  that  housing-sector  GSE  do  not 
include  the  profit  and  scope  maximization  goals  of  Fannie  Mae  and  Freddie 
Mac. 
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Exclusivity  ofGSE  Relationships 

ACB  recognizes  the  importance  of  market  innovations.  ACB 
members  lend  for  their  own  portfolios  to  a  larger  extent  than  any  other 
insured  depositories  and  have  been  responsible  for  many  innovations  in  the 
development  of  mortgage  loan  products  and  delivery  systems.  The  GSEs 
have  been  innovative  as  well.  However,  their  drive  to  innovate  must  be  put 
in  proper  perspective  with  their  role  of  maintaining  balance  in  the  mortgage 
markets.  Legislative  and  regulatory  review  should  seek  to  ensure  that  the 
desire  to  innovate  does  not  result  in  creating  exclusive  or  closed  relationship 
based  activities  or  programs.  For  example,  consider  the  joint  venture 
between  Freddie  Mac  and  HomeAdvisor  Technologies,  Inc.  (HTI). 

HTI  is  a  Microsoft  spin-off,  capitalized  by  Microsoft  and  a  small 
number  of  large-volume  mortgage  lenders.  As  we  understand,  Freddie  Mac 
is  taking  a  subordinated  debt  position  with  some  equity  warrant  upside 
potential.  What  Freddie  Mac  brings  to  the  venture  is  access  to  its 
sophisticated  automated  underwriting  computer  software  (Loan  Prospector) 
and  an  impressive  array  of  related  computer-based  services,  such  as  on-line 
statistical  appraisals  and  loan  rate  locks  and  approvals. 

ACB  has  had  a  number  of  discussions  with  Freddie  Mac  about  this 
program,  and  raised  concerns  in  a  letter  to  Leland  Brendsel,  its  Chairman 
and  CEO,  on  May  5  of  this  year.  Subsequently,  on  June  9,  ACB  requested 
that  the  Department  of  Housing  and  Urban  Development  (HUD)  and  Office 
of  Federal  Housing  Enterprise  Oversight  (OFHEO)  exercise  their  proper 
review  of  the  initiative.  In  ACB's  letter  to  Freddie  Mac  we  discussed  our 
concerns  regarding  the  relationship  of  Freddie  Mac  to  the  consumers  and  the 
question  of  accessibility  of  the  program  to  non-equity  players.  In  their 
response,  Freddie  Mac  said  that  loans  "will  be  originated  by"  their  "lending 
partners"  and  that  "HTI  will  make  its  lender  tools  available  to  lenders  of  all 
sizes."  Several  of  ACB's  members  asked  to  participate  in  HTI  and  were 
denied. 

ACB's  primary  concern  is  that  the  venture  does  not  appear  to  have  an 
"open  architecture"  structure  allowing  any  lender  willing  to  pay  a 
commercially  reasonable  price  for  the  system  to  use  it.  This  raises  the 
policy  issue  of  a  GSE  engaged  in  a  venture  that  gives  preferential  treatment 
to  one  group  of  their  lenders  over  all  their  others.  We  would  also  raise  the 
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separate  issue  of  whether  this  or  related  ventures  would  bring  the  GSEs 
inappropriately  close  to  the  prohibited  role  of  mortgage  origination. 

GSE  Effect  on  Financial  Markets 

Some  of  the  more  severe  critics  of  the  role  and  operations  of  the  GSEs 
argue  that  they  distort  the  outcomes  otherwise  emanating  from  purely 
private  decision  making,  and  thus  should  be  privatized.  That  GSEs  alter 
economic  outcomes  is  clearly  true,  but  the  GSEs  can  correct  as  well  as 
create  market  imperfections.  For  example,  Fannie  Mae  and  Freddie  Mac 
help  address  the  imperfection  of  impaired  access  of  smaller,  lower  volume 
lenders  to  the  capital  markets,  although  the  FHLBanks  may  be  an  even  better 
example  of  this  crucial  conduit  function.  While  some  critics  of  GSEs  may 
be  too  aggressive  in  alleging  damage  from  GSE  activities,  the  GSEs  have 
been  too  sanguine  in  arguing  that  their  operations  have  no  adverse  impacts 
whatsoever.  Both  the  pluses  and  minuses  of  GSE  activities  have  to  be  fairly 
identified  and  estimated,  and  the  best  net  value  sought. 

GSE  Liabilities  and  Financial  Market  Risk 

A  final  area  that  has  generated  considerable  discussion  has  been  the 
risk  that  may  be  associated  with  the  level  of  GSE  debt  in  the  market.  ACE 
does  not  believe  that  there  is  any  current  level  of  inappropriate  risk 
associated  with  the  GSEs'  activities,  nor  with  the  level  of  GSE,  or  other 
mortgage-related,  debt  currently  in  the  marketplace.  Congress  and 
regulators  are  and  should  be  concerned  with  the  systemic  risk  associated 
with  large  international  financial  conglomerates  and  the  effect  such  a  single 
company  failure  might  have  on  broader  financial  markets.  Congress  and 
regulators  also  should  be  concerned  with  systemic  risk  as  applied  to  the 
GSEs.  The  GSEs  and  the  appropriate  regulators  must  be  prepared  to  deal 
with  potential  problems  if  they  arise. 

The  trend  of  overall  financial  sector  policy  has  been  to  coimtenance 
the  creation  of  larger  entities  of  both  the  fully  private  and  the  mixed  status  of 
the  housing  sector  GSEs.  The  same  legislation  that  produced  the  important 
amendments  to  the  FHLBank  Act  had  as  its  major  focus  the  elimination  of 
the  traditional  barriers  between  the  various  types  of  financial  service 
providers  in  the  banking,  brokerage,  and  instuance  sectors.  There  is  little 
doubt  that  the  net  resuh  will  be  the  creation  of  more  giant,  integrated 
financial  services  conglomerates  like  DeutscheBank,  that  has  operated  for 
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some  time  in  Europe.  If  these  integrated  entities  truly  achieve  the  economies 
of  scale  and  scope  that  their  shareholders  are  promised,  it  seems  likely  that 
the  issue  of  "too  big  to  fail"  will  be  revisited  in  the  private  as  well  as  the 
GSE  domain. 

The  capital  rules  for  all  of  the  housing  sector  GSEs  are  especially 
important  because  these  rules  are  the  basic  safeguard  against  ever  having  to 
determine  how  far  any  federal  backstop  on  the  liabilities  of  GSEs  may 
extend.  The  financial  sector's  difficulties  in  the  mid-  to  late- 1980s  through 
the  early  1990s  extended  to  the  federal  deposit  insurance  funds  and  to  the 
Fami  Credit  System.  Fannie  Mae  had  earlier  shared  the  problems  of  the 
entire  mortgage  lending  business  in  the  high  rate  period  of  the  early  1980s 
but  was  extremely  successful  in  restructuring  its  operations  and  its  market 
risk  exposure  and,  together  with  the  entire  banking  system  over  the  last 
decade,  has  rebuilt  its  capital  cushion  to  record  levels. 

Limiting  systemic  risk  in  all  sectors  of  the  financial  system  must  be  an 
important  priority.  ACB  believes  that  legislative  and  regulatory  diligence  in 
maintaining  an  appropriate  capital  adequacy  regime  and  mission  focus  are 
essential  to  limit  potential  costs  to  the  taxpayer. 

Fannie  Mae 's  and  Freddie  Mac 's  Mission 

The  specific  statutory  purposes  for  which  Freddie  Mac  and  Fannie  Mae  were 
originally  chartered,  and  which  continue  to  make  up  their  mission  today  are: 

•  to  provide  stability  in  the  secondary  market  for  residential  mortgages; 

•  to  respond  appropriately  to  the  private  capital  market; 

•  to  provide  ongoing  assistance  to  the  secondary  market  for  residential 
mortgages  (including  activities  relating  to  mortgages  on  housing  for 
low-  and  moderate-income  families  involving  a  reasonable  economic 
return  that  may  be  less  than  the  return  earned  on  other  activities)  by 
increasing  the  liquidity  of  mortgage  investments  and  improving  the 
distribution  of  investment  capital  available  for  residential  mortgage 
financing;  and 

•  in  turn  to  promote  access  to  mortgage  credit  throughout  the  nation 
(including  central  cities,  rural  areas  and  underserved  areas)  by 
increasing  the  liquidity  of  mortgage  investments  and  improving  the 
distribution  of  investment  capital  available  for  residential  mortgage 
financing. 
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ACB  is  persuaded  by  both  recent  and  more  distant  experience  tliat  the 
GSEs  have  demonstrated  considerable  success  in  meeting  these  charter 
goals.  The  activities  of  the  GSEs  in  the  troubled  and  fragile  financial 
markets  of  the  summer  and  fall  of  1998  clearly  contributed  to  the 
continuation  of  the  strong  lending  performance  of  the  last  seven  years.    . 

ACB  recognizes  the  continued  importance  the  GSEs  provide  to  the 
overall  promotion  of  housing  finance  and  urges  you  to  keep  that 
consideration  at  the  forefront  of  the  Committee's  efforts.  ACB  also  urges 
you  to  ensure  that  GSEs  maintain  their  focus  on  the  segments  of  the  housing 
market  where  borrowers  do  need  and  deserve  some  federal  assistance  to 
realize  the  dream  of  homeownership. 

H.R.  3703  Legislative  Proposals 

Mr.  Chairman,  ACB  supports  your  introduction  of  H.R.  3703,  the 
"Housing  Finance  Regulatory  Improvement  Act,"  and  pledges  to  work  with 
you  to  ensure  that  the  GSEs  continue  to  be  effective  partners  in  expanding 
homeownership  in  America.  Providing  appropriate  and  effective  regulatory 
oversight  of  the  GSEs  will  benefit  the  GSEs,  private  mortgage  market 
participants,  and  consumers. 

Creation  of  New  Agency 

H.R.  3703  would  create  the  Housing  Finance  Oversight  Board  (The 
Board)  as  an  independent  agency  with  the  Treasury  and  Housing  Secretaries 
serving  as  two  of  the  board  members.  The  new  Board  would  consolidate  the 
responsibilities  of  OFHEO,  the  Federal  Housing  Finance  Board  (FHFB),  and 
HUD  into  one  agency.  HUD's  role  in  relation  to  the  Fannie  and  Freddie, 
including  affordable  housing  goals,  would  be  moved  to  the  new  Board. 

ACB  supports  the  consolidation  of  both  mission  and  safety-and- 
soundness  oversight  in  a  single  regulator.  That  is  the  current  regulatory 
format  for  the  FHFB.  ACB  is  opposed  to  consolidating  the  federal  oversight 
of  the  FHLBank  System  with  regulation  of  Fannie  Mae  and  Freddie  Mac 
because  of  the  different  nature  of  the  cs^ital  base,  ownership  structure  and 
the  motivation  for  new  programs.  It  would  be  difficult  to  maintain 
appropriate  differential  regulation  of  the  f  HLBanks  and  the  other  two  GSEs 
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in  a  single  agency,  considering  the  vastly  different  natures  and  necessarily 
different  risk-based  capital  requirements. 

New  Board's  Authority 

Under  H.R.  3703,  the  Board's  responsibilities  would  include  regulatory 
oversight  to  assure  that  the  GSEs  operate  in  a  financially  safe  and  sound 
manner,  carry  out  their  mission  consistent  with  their  respective  statutory 
authority,  and  remain  adequately  capitalized. 

ACB  is  strongly  supportive  of  providing  the  regulator  of  the  GSEs 
with  strong  supervisory  authority.  It  is  even  more  important  that  the 
regulator  accepts  and  assumes  that  responsibility  on  a  day-to-day  basis. 
H.R.  3703's  approach  of  creating  a  regulator  with  the  singular  responsibility 
to  regulate  Fannie  Mae  and  Freddie  Mac  is  a  key  step  toward  this  end. 

Approval  of  New  Activities 

H.R.  3703  would  direct  the  Board  to  approve  all  new  activities  of  the 
GSEs  before  a  new  activity  may  be  commenced.  Such  approval  would 
require  that:  (1)  the  activity  be  authorized  under  the  statutes  governing  the 
particular  GSE;  (2)  the  Board  determine  the  activity  can  be  conducted  in  a 
safe  and  sound  manner;  and  (3)  the  Board  determines  the  activity  is  in  the 
public  interest. 

ACB  believes  this  is  an  extremely  important  aspect  of  the  legislation 
and  supports  requiring  new  program  or  activity  review  and  approval.  The 
manner  in  which  a  new  program  approval  process  is  crafted,  however,  is 
complicated.  The  GSEs  have  a  legitimate  concern  about  their  need  to 
maintain  confidentiality  of  proprietary  information,  some  of  which  belongs 
to  counterparty  sellers/servicers  bringing  new  product  ideas  to  the  GSEs  for 
introduction  to  the  marketplace.  Such  confidentiality  should  be  preserved. 
Also,  in  today's  fast-moving  markets,  delays  in  approval  can  render  a  useful 
idea  obsolete  before  it  ever  gets  a  chance  to  be  introduced. 

The  concept  of  modest  initial  holdings,  or  of  'pilot  program'  status, 
may  also  be  a  way  to  address  the  difficult  issue  of  program  review  and 
approval  by  the  federal  regulator.  It  might  be  useful  to  adopt  the  "pilot 
program"  approach  that  the  FHFB  has  used  for  certain  new  ventures, 
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whereby  some  experimentation  can  be  conducted  before  an  idea  can  become 
an  open-ended  offering  of  a  GSE. 

While  construction  of  an  appropriate  new  program  and  activity 
approval  process  may  be  difficult,  it  is  an  important  goal  to  pursue.  Such  a 
process  might  have  helped  prevent  the  concerns  that  now  exist  with  regard 
to  the  joint  venture  between  Freddie  Mac  and  HTI,  discussed  earlier  in  this 
testimony.  To  Freddie  Mac's  credit,  an  informal  briefing  process  for 
interested  parties  was  conducted.  Had  there  been  greater  review  of  the 
venture  in  a  public  forum,  a  more  "open  architecture"  may  have  been 
possible  at  inception.  A  proper  new  program  approval  process  would  help 
ensure  that  a  GSE  does  not  engage  in  a  venture  that  preferentially  assists  one 
group  of  lenders  over  all  others. 

In  addition,  ACB  would  recommend  that  the  new  program  approval 
process  should  include,  as  a  condition  for  any  activity  approval,  that  the 
GSEs  maintain  the  appropriate  arms-length  distance  from  the  origination 
process. 

Limitation  on  Nonmission-Related  Assets 

Under  H.R.  3703,  the  new  Board  would  be  required  to  define  mission- 
related  assets,  and,  by  regulation,  limit  nonmission-related  assets.  The  bill 
does  not  suggest  how  or  to  what  extent  the  Board  must  limit  nonmission- 
related  assets. 

ACB  believes  that  a  clearer  definition  of  Farmie  Mae  and  Freddie 
Mac's  mission  would  be  helpful.  Unlike  the  FHLBank  System,  whose 
cooperative  structure  effectively  creates  a  checks  and  balances  approach  on 
the  activities  of  the  FHLBanks,  Fannie  Mae  and  Freddie  Mac  have  an 
incentive  to  seek  out  new  activities  or  markets  to  maximize  shareholder 
returns. 

As  stated  above,  ACB  does  not  believe  that  expansion  of  Fannie  Mae 
and  Freddie  Mac  into  the  home  equity  line  of  credit  market  is  consistent  with 
their  basic  mission  to  promote  homeownership.  These  borrowers  have 
already  attained  homeownership.  ACB  recognizes  the  distinction  between 
the  borrower  seeking  a  home  improvement  loan  for  a  significant  upgrade  in 
the  property. 
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ACB  has  some  concerns  with  the  legislation's  treatment  of 
nonmission-related  investments.  The  federal  regulator  is  also  charged  with 
imposing  limits  on  such  positions.  ACB  has  engaged  in  a  prolonged 
dialogue  with  the  FHFB  on  this  issue  regarding  FHLBank  investments. 
ACB  has  also  observed  parallel  discussions  being  conducted  between  Fannie 
Mae  and  Freddie  Mac  and  HUD. 

It  clearly  makes  sense  to  establish  limits  on  nonmission  related 
investments  to  ensure  that:  (1)  private  sector  market  participants  are  not 
subjected  to  unfair  competition  and  (2)  safety  and  soundness  standards  are 
not  violated.  However,  holdings  of  nonmission-related  assets  for  the 
puipose  of  maintaining  adequate  liquidity  is  a  prudent  practice,  and  arbitrary 
limits  should  not  impair  this  activity.  Some  level  of  Fannie  Mae's  and 
Freddie  Mac's  liquid  investments  as  a  percentage  of  their  total  assets  seems 
consistent  with  their  basic  business  operations  and  their  mandate  to  supply 
liquidity  to  the  mortgage  market.  Whether  these  entities  need  to  hold  so 
much  MBS  product  to  add  liquidity  or  whether  it  is  a  profit-motivated  may 
be  less  clear-cut. 

Conforming  Loan  Limits/Housing  Price  Index 

H.R.  3703  would  amend  the  Federal  National  Mortgage  Association 
Charter  Act  for  Fannie  Mae  and  Freddie  Mac  establishing  a  statutory 
limitation  on  adjusting  the  conforming  loan  limits. 

ACB  agrees  with  this  maintenance  of  appropriate  limits  on  the  size  of 
the  mortgage  loan  that  the  GSEs  can  purchase  and  securitize.  This  section 
of  the  bill  codifies  the  current  practice  of  the  GSEs  in  applying  declines  in 
the  imderlying  index  of  loan  size  and  is  symbolic  of  the  ongoing 
commitment  of  the  Congress  to  focusing  the  activities  of  the  GSEs  to  the 
correct  segment  of  the  borrower  universe.  Similarly,  the  system  of 
geographic  and  income- level  targeting  for  the  GSE  book  of  business  that 
was  crafted  in  the  landmark  1992  legislation  has  been  valuable  in 
concentrating  their  attention  in  the  right  places. 

Risk-based  Capital  Tests 

H.R.  3703  would  authorize  the  Board  to  adjust  the  risk-based  capital 
requirements  for  any  or  all  of  its  regulated  entities  based  on  interest  rates, 
home  prices,  and  new  business. 
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ACB  supports  risk-based  capital  standards  for  the  GSEs.  It  is 
absolutely  critical  that  the  differences  between  the  cooperative  structure  of 
the  FHLBank  System  and  the  publicly  traded  corporate  structures  of  Fannie 
Mae  and  Freddie  Mac  are  incorporated  into  separate  risk-based  capital 
standards.  While  both  should  be  subject  to  risk-based  standards,  creating  a 
uniform  approach  would  not  properly  serve  their  different  missions  or 
business  approaches. 

In  addition,  it  has  taken  considerable  time  for  risk-based  capital  rules 
to  be  developed  for  Fannie  Mae  and  Freddie  Mac.  Now  that  those  rules  are 
close  to  being  implemented,  they  should  not  be  further  delayed.  The 
required  new  capital  structure  for  the  FHLBanks  is  discussed  later  in  this 
testimony. 

Repeal  of  Treasury  Line  of  Credit 

The  bill  would  repeal  Fannie  Mae's  and  Freddie  Mac's  $2.25  billion 
Treasury  lines  of  credit  and  the  FHLBanks'  $4  billion  Treasury  line  of 
credit. 

ACB  does  not  support  repeal  of  the  Treasury  lines  of  credit.  Although 
they  account  for  little  more  than  a  single  day's  business  for  the  GSEs,  the 
Treasury  lines  of  credit  are  significant  to  all  of  the  GSEs.  To  date,  not  one 
of  the  GSEs  have  had  to  ask  Treasury  to  use  the  lines  of  credit. 

While  none  of  the  GSEs  are  backed  by  any  Federal  government 
guarantee,  implied  or  otherwise,  the  Treasury  line  of  credit  is  symbolic  and 
carries  significance  in  the  financial  markets.  Eliminating  the  Treasury  line 
of  credit  could  be  expected  to  increase  residential  mortgage  credit  costs. 
Careful  review  of  the  costs  balanced  against  any  benefits  of  a  repeal  should 
be  considered  before  such  action  is  approved. 

FHLBanks '  Super-lien  Eliminated 

The  statutory  priority  given  a  FHLBank' s  security  interest  in  the 
assets  of  a  member  financial  institution  that  fails  would  be  eliminated  by 
H.R.  3703 
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ACB  opposes  the  repeal  of  the  FHLBanks  super-lien  authority.  While 
a  FHLBank  could  act  to  secure  the  collateral,  effecting  the  similar  credit 
priority  as  provided  by  the  current  statutory  authority,  to  do  so  would 
involve  new  costs  for  the  FHLBanks.  There  is  little,  if  any,  benefit 
accompanying  these  costs,  which  would  in  turn  increase  the  cost  of  advances 
and  the  cost  of  residential  and  community-based  credit. 

Capital  Treatment  of  Private  Label  MBS 

H.R.  3703  would  express  the  sense  of  the  Congress  that  the  proposed 
rules  issued  jointly  by  the  Federal  banking  agencies,  addressing  the 
treatment  of  privately  issued  mortgage  backed  securities  under  risk-based 
capital  requirements,  should  be  adopted  as  final  with  no  substantive 
changes.  The  proposed  rules  afford  private  label  MBS,  if  AAA  rated,  the 
same  treatment  as  similar  securities  issued  by  the  GSEs. 

ACB  supports  this  provision,  which  would  improve  competition  in  the 
MBS  market  benefiting  financial  institutions.  Such  a  change  might  also 
assist  in  reducing  the  GSE  debt  concentrations  at  the  financial  institution 
level  by  giving  private  label  MBS  debt  similar  capital  treatment  as  GSE 
issue  debt. 

Federal  Home  Loan  Bank  System 

I  would  like  to  take  a  moment  to  discuss  some  important  FHLBank 
System  issues.  The  FHLBank  System  is  going  through  substantial  changes 
now,  mostly  as  a  result  of  the  Granmi-Leach-Bliley  Act  amendments  to  the 
Federal  Home  Loan  Bank  Act.    Properly  implemented,  those  changes,  for 
which  you  were  primarily  responsible,  Mr.  Chairman,  should  allow  the 
FHLBank  System  to  continue  to  serve  its  owner-members  and  the 
communities  they  serve  well  into  the  fiiture. 

FHLBank  Capital  Structure 

The  Gramm-Leach-Bliley  Act  requires  the  FHFB  to  issue  regulations 
prescribing  uniform  capital  standards  by  November  12  of  this  year. 
Development  of  the  new  capital  structure  has  proven  to  be  a  very 
complicated  process,  which  requires  creation  of  separate  risk-based  and 
leverage-based  capital  requirements,  and  involves  the  conversion  of  the 
current  stock  holdings  of  every  member  of  the  FHLBank  System  to  new 
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forms  of  stock.  Many  questions  remain  regarding  the  manner  in  which 
various  approaches  to  new  forms  of  stock  will  be  treated.  The  FHLBanks 
and  their  members  do  not  know  yet  what  the  tax,  accounting,  or  capital 
treatment  for  various  forms  of  stock  purchase  or  conversion  will  be. 

To  ensure  that  the  FHLBanks  and  the  current  and  prospective 
stockholders  of  the  System  have  all  the  necessary  information  available  to 
develop  and  submit  informed  comments  on  the  proposed  rule,  sufficient  time 
is  necessary.  On  July  17,  ACB  and  approximately  twenty  state  trade 
associations  sent  a  letter  to  you  and  a  number  of  your  colleagues  requesting 
an  extension  for  the  FHFB  to  complete  its  rulemaking  process  and  comment 
period.  We  hope  that  the  Banking  Committee  will  encourage  the  FHFB  to 
extend  the  rulemaking  process  until  the  outstanding  questions  can  be 
answered  and  the  proper  decisions  made. 

The  development  of  a  sensible  capital  rule  is  vital  to  the  development 
of  sound  capital  plans  by  the  FHLBanks.  ACB  agrees  with  the  views, 
including  those  of  the  Department  of  the  Treasury,  that  maintaining  the 
distinguishing  feature  of  this  cooperative  format  should  be  a  prime  element 
of  the  ongoing  evolution  of  the  FHLBank  System.  ACB  appreciates  the 
caution  that  the  Congress  showed  in  last  year's  amendments  to  the  capital 
regime  for  the  FHLBanks.  Congress  carefully  provided  for  more  stability  to 
the  capital  base  of  the  System  without  moving  to  a  format  that  would 
facilitate  the  further  change  of  allowing  public  shareholders. 

ACB  believes  it  is  extremely  important  to  consider  the  full 
ramifications  of  implementing  the  statutory  changes  to  the  capital  base  of  the 
System  that  were  included  the  Granmi-Leach-Bliley  Act.  In  addition,  the 
issue  of  voting  rights  for  the  Class  A  and  Class  B  stock  holders  and  how  that 
will  affect  the  representation  of  the  full  range  of  asset  size  and  geography 
among  the  member  depository  institutions  itself  involves  difficult  matters  of 
statutory  interpretation  and  optimal  corporate  governance.  ACB 
recommends  tiiat  this  subcommittee  consider  appropriate  oversight  hearings 
early  next  year  prior  to  the  FHFB's  issuance  of  fmal  capital  regulations. 

Core  Mission  Activities  (CMA)  and  Acquired  Member  Assets  (AMA) 

On  June  29,  the  FHFB  adopted  a  regulation  that  defines  CMA  and 
authorizes  a  new  category  of  asset,  AMA.  ACB  opposes  the  FHFB's 
creation  of  a  category  of  assets  that  defines  the  core  mission  of  the  FHLBank 
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System.  We  believe  that  the  mission  of  the  System  is  made  clear  in  statute 
and  that  the  FHLBanks  and  their  members  are  in  the  best  position  to 
determine  how  to  achieve  that  mission  successfully. 

Right  now,  the  CMA  serves  only  as  guidance  and  does  not  harm  the 
operations  of  the  FHLBanks.  If  targets  or  limits  are  imposed  in  future 
regulation,  the  ability  and  flexibility  of  the  FHLBanks  to  address  the  needs 
of  their  members  and  the  communities  they  serve  will  be  impaired.  The 
Gramm-Leach-Bliley  Act  shifted  governance  to  the  FHLBanks  for  a  good 
reason;  they  know  better  than  Washington  what  their  communities  need. 
Congress  was  also  correct  in  strengthening  the  safety  and  soundness 
regulatory  role  of  the  FHFB  to  assure  that  the  FHLBank  System  operates  at 
minimum  risk. 

ACB  supports  the  new  category  of  asset  called  AMA.  This  action  by 
the  FHFB  lifted  the  pilot  status  of  and  cap  on  the  mortgage  partnership-type 
programs  (programs  like  the  FHLBank  of  Chicago's  MPF).  The  mortgage 
partnership  programs  are  designed  to  increase  capital  available  for  mortgage 
lending  and  provide  commercial  banks  and  thrifts  competitive  alternatives  in 
the  secondary  mortgage  market.  These  programs  should  be  allowed  to  earn 
their  way  onto  the  balance  sheets  of  FHLBanks. 

Recently,  we  have  learned  that  the  Senate  Appropriations 
Subcommittee  on  Veterans  Affairs,  HUD  and  Independent  Agencies  is 
considering  an  amendment  to  the  FY2001  appropriations  bill  that  would,  in 
effect,  put  a  retroactive  cap  on  these  programs.  Just  as  it  would  be  wrong  for 
the  FHFB  to  mandate  specific  minimum  levels  for  the  mortgage  partnership 
programs  or  other  CMAs  at  each  FHLBank,  it  would  be  equally  wrong  to 
impose  legislative  limits  on  the  mortgage  partnership  programs.  To  do 
either  could  artiflcially  expand  or  restrict  the  programs,  thereby  stifling 
marketplace  competition  Aat  ultimately  benefits  consumers.  The 
appropriate  regulatory  safety  and  soimdness  standards  are  in  place.  The 
program  should  be  allowed  to  grow  based  on  the  risk-reward  benefits  it 
provides  to  the  member-owners  of  the  cooperative  FHLBank  System. 

Conclusion 

ACB  is  aware  that  attempting  to  view  all  sides  of  these  issues  is  an 
intricate  and  perhaps  perilous  task.  ACB  welcomes  the  willingness  of  this 
Subcommittee  to  engage  in  these  issues.  ACB  also  seeks  to  ensure  that  the 
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higher-profile  issues  that  are  raised  by  any  changes  to  the  rules  under  which 
Fannie  Mae  and  Freddie  Mac  operate  do  not  submerge  the  very  different 
structure  and  concerns  of  the  FHLBank  System.  The  two  different 
structures  must  be  kept  separate. 

ACB  believes  that  H.R.  3703  is  an  important  and  timely  legislative 
initiative,  and  raises  public  policy  issues  that  must  be  addressed.  The  size 
and  scope  of  the  GSEs  raise  fundamental  questions,  both  for  the  structure  of 
housing  finance  in  America  and  for  the  safety  of  the  marketplace.  The 
consumer  deserves  competitive  opportunities  in  a  secure  marketplace,  and 
the  taxpayer  demands  that  risks  to  the  government  be  managed  and 
minimized. 

Mr.  Chairman,  thank  you  again  for  the  opportunity  to  testify  before 
the  Subcommittee.  I  would  be  happy  to  respond  to  any  questions  the 
members  of  the  Subcommittee  may  have. 
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July  13,2000 


John  0.  Norquist 

Mavor 


The  Honorable 

Richard  Baker 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 

Dear  Congressman  Baker: 

I  read  your  July  24,  2000  Forbes  article.  Thank  you 
for  taking  a  skeptical  view  of  Fannie  Mae's  and 
Freddie  Mac's  federally  bestowed  privileges.  I 
believe  they  have  distorted  lending  markets  to  the 
disadvantage  of  cities  and  the  low  and  moderate 
income  residents  of  cities. 

I'm  enclosing  a  chapter  from  my  book  Wealth  of 
Cities  that  advocates  reduction  of  federal 
interference  in  the  mortgage  market. 


Enclosure 


OflRcc  of  the  Mayor  •  Ciry  Hall  •  200  East  WeUs  Street 

Milwaukee,  Wisconsin  53202 

(414)  286-2200  •  fax  (414)  286-3191 
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CHAPTER         SIX 

How  the  Government  Killed 
Affordable  Housing 


When  I  consider  what  has  happened  to  U.S.  cities  over  the  last 
fifty  years,  when  I  consider  the  destructive  impact  of  federal  pro- 
grams— grossly  excessive  road  building,  the  elimination  of  most 
trains  and  tiajisit,  FHA- subsidized  suburbanization,  and  other  in- 
ducements to  sprawl,  when  I  consider  the  resulting  social  chaos  and 
confusion,  as  the  son  of  a  Presbyterian  minister  I  turn  to  the  first 
chapter  of  the  Lamentations  of  the  prophet  Jeremiah: 

How  lonely  sits  the  City  that  was  full  of  people. 

How  like  a  widow  she  has  become. 

She  that  was  great  among  nations. 

Princess  among  provinces  has  become  tributary. 

She  weeps  bitterly  in  the  night. 

Tears  on  her  cheeks. 

Among  all  her  lovers  she  has  none  to  comfort  her. 

All  her  friends  have  betrayed  her. 

In  1965  the  federal  government  did  what  it  often  does  when  it 
creates  suffering.  It  grew  a  new  bureaucracy  named  after  the  prob- 
lem it  aeated.  In  this  case  it  created  the  Department  of  Urban 
Development — urban  as  in  urban  problem,  urban  dilemma,  urban 
distress,  urban  decline,  urban  decay,  and,  ultimately,  urban  death. 
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Forbes  Magazine 

July  24,  2000,  p.  36 

"On  My  Mind"  Column 

An  implicit  subsidy  of  burgeoning  Fannie  Mae  and  Freddie  Mac  must  be  held  up 
to  greater  scrutiny,  for  everjone's  sake. 

Popular  Delusions 

Tim  W.  Ferguson,  Editor 

By  RICHARD  BAKER 

LOUISIANA  CONGRESSMAN, 

CHAIRMAN  OF  THE  HOUSE  BANKING  SUBCOMMITTEE  ON  CAPITAL  MARKETS 

In  171 1  the  South  Sea  Co.  received  from  the  English  Crown  a  chartered 
monopoly  on  trade  with  the  "New  World"~in  short,  a  very  lucrative  implicit 
subsidy. 

At  about  the  same  time.  Parliament  had  embarked  on  a  plan  to  reduce  the 
amount  of  publicly  held  debt,  and  the  South  Sea  Co.  answered  the  call.  It 
became  both  the  largest  holder  of  and  issuer  of  benchmark  debt  in  England. 
The  company's  stock,  unsurprisingly,  rose  within  months  from  128  to  more  than 
1 ,000  pounds,  investors  perceiving  that  government  ties  made  the  company  too 
big  to  fail.  Soon,  however,  a  downturn  in  trade  from  the  Americas  caused 
market  nervousness. 

For  a  time  the  South  Sea  Co.  put  off  the  inevitable  by  repurchasing  its  own 
debt  offerings.  When  the  company  ultimately  tanked,  the  Bank  of  England 
stepped  in  with  millions  to  assist  in  a  government  bailout,  and  the 
executives  of  the  South  Sea  Co.  and  the  members  of  Parliament  who  sponsored 
their  schemes  were  thrown  into  the  Tower  of  London. 


"They  have  contributed  to  reducing  mortgage  rates  but,  as  Chairman  Greenspan 
points  out,  'only  to  the  degree  that  they  pass  through  to  home  buyers  part  of 
their  government  subsidy.'  " 


This  is  a  funny  and  eerily  familiar  story  about  how  some  government 
subsidies,  initiated  with  the  best  intentions,  can  lead,  if  not  properly 
supervised,  to  disaster. 

Today  Fannie  Mae  and  Freddie  Mac,  sibling  housing-finance  corporations,  are 
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the  U.S.  versions  of  court  favorites.  They  trade  as  privately  held  companies 
but  they  have,  by  dint  of  their  history  as  government-sponsored  enterprises, 
a  market-perceived  government  guarantee  of  their  debts.  The  nonpartisan 
Congressional  Budget  Office  in  1996  estimated  that  that  implied  subsidy  was 
worth  S6.5  billion  a  year.  S2.5  billion  of  which  went  into  the  pockets  of 
shareholders.  (The  National  Taxpayers  Union  puts  those  numbers  at  SIO  billion 
and  S3. 5  billion  in  1999.)  The  nvo  companies'  annual  return  on  equity, 
averaging  24%  in  the  late  1990s,  well  exceeds  those  of  other  financial 
institutions.  Not  surpnsingly,  Fannie  and  Freddie's  assets  quintupled  to 
S962  billion  in  the  home  mortgage  boom  of  the  last  decade. 

This  state  of  affairs  is  attracting  criticism  from  all  quarters.  Ralph  Nader 
calls  the  housing  finance  twins  "poster  children  for  corporate  welfare."  The 
American  Enterprise  Institute  faults  the  federal  subsidy  for  "squeezing  out 
private  sources  for  mortgage  finance."  HUD  is  reporting  that,  despite  the 
subsidy,  the  private  sector  outpaces  Fannie  and  Freddie  in  low-income  and 
minority  lending.  The  Treasury  has  endorsed  a  repeal  of  the  credit  guarantees 
that  underlie  the  subsidy.  And  Alan  Greenspan  has  all  but  stated  that  the  two 
companies'  advantage  in  the  capital  markets  may  no  longer  be  necessary. 

Now,  as  a  free-market  Republican,  I've  got  nothing  against  unlimited  profits 
fairly  gained.  What's  troubling,  however,  is  the  lopsided  nature  of  the 
arrangement,  suggesting  that  any  profits  they  make  they  keep,  while  any 
losses  are  the  taxpayers'  to  pay.  True,  the  two  entities  have  contributed  to 
reducing  mortgage  rates,  but,  as  Chairman  Greenspan  points  out,  "only  to  the 
degree  that  they  pass  through  to  home  buyers  part  of  their  government 
subsidy." 

No  wonder  Fannie  and  Freddie  work  hard  to  wash  away  the  facts  about  the 
subsidy.  But  I've  asked  the  CBO  to  recalculate  the  numbers,  and  the  Fed  will 
monitor  the  results.  Expect  them  at  the  first  of  next  year.  Meantime,  I  have 
introduced  a  bill  to  establish  a  single  independent  oversight  board  to 
monitor  both  the  soundness  of  government-sponsored  enterprises  and  their 
mission  compliance.  The  talented  lobbyists  employed  by  these  two  entities 
have  been  turned  full  force  against  my  bill,  but  knowledgeable  opinion,  such 
as  that  in  the  financial  press,  is  not  buying  their  line. 

The  economy  is  strong  now,  and  Fannie  and  Freddie  are  financially  safe.  But 

my  greatest  goal  is  to  see  that  taxpayers  are  never  asked  to  pick  up  the  tab 

on  trillions  of  dollars  of  their  debt.  Stronger  oversight  will  benefit  the  \ 

companies  themselves  and  their  investors,  who,  while  continuing  to  prosper, 

should  also  thrive  with  the  steady  certainty  that  their  safe  investment  will 

never  go  the  way  of  the  South  Sea  Co. 
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